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I. INTRODUCTION 9 

Q. Please state your name and business address. 10 

A. My name is Robert B. Hevert.  I am President of Concentric Energy Advisors, Inc. 11 

(Concentric), located at 293 Boston Post Road West, Suite 500, Marlborough, Massachusetts 12 

01752. 13 

Q. Are you the same Robert B. Hevert who provided direct and rebuttal testimony 14 

in this proceeding? 15 

A. Yes, I provided direct and rebuttal testimony on behalf Ameren Illinois Company 16 

(AIC or the Company) regarding the appropriate Return on Equity (ROE) for AIC’s natural 17 

gas and electric operations, respectively. 18 

II. PURPOSE OF TESTIMONY 19 

Q. What is the purpose of your surrebuttal testimony in this proceeding? 20 
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A. The purpose of my surrebuttal testimony is to respond to the rebuttal testimony of 21 

Illinois Commerce Commission (Commission) Staff witness, Ms. Janis Freetly; Illinois 22 

Industrial Energy Consumers (IIEC) witness, Mr. Michael P. Gorman, and The People of the 23 

State of Illinois and The Citizens Utility Board (jointly AG/CUB) witness, Mr. Christopher 24 

C. Thomas (collectively, the Opposing ROE Witnesses).  My surrebuttal testimony also 25 

provides updated calculations and analytical results with respect to the Company’s cost of 26 

equity.1 27 

Q. Are you sponsoring any exhibits with your surrebuttal testimony? 28 

A. Yes, I am.  My analyses and recommendations are supported by the data presented in 29 

Ameren Exhibits 41.1 through 41.11, which have been prepared by me or under my direct 30 

supervision. 31 

Ameren Exhibit 41.1 Multi-Stage DCF Model 
Ameren Exhibit 41.2 Capital Asset Pricing Model 
Ameren Exhibit 41.3 Bloomberg and Value Line Betas 
Ameren Exhibit 41.4 18-month Beta 

(Hevert Revised Electric Proxy Group) 
Ameren Exhibit 41.5 18-month Beta 

(Combined Electric Proxy Group) 
Ameren Exhibit 41.6 18-month Beta 

(Hevert Revised Natural Gas Proxy Group) 
Ameren Exhibit 41.7 Risk Premium 
Ameren Exhibit 41.8 Flotation Cost Adjustment 
Ameren Exhibit 41.9 Ms. Freetly’s Proxy Group Risk Premium 
Ameren Exhibit 41.10 Financial Integrity Analysis 
Ameren Exhibit 41.11 P/E Ratios 

 32 
33 

                                                 
1  Throughout my surrebuttal testimony, I alternatively use the terms “ROE” and “cost of equity” in 

discussing the Return on Equity. 
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III. OVERVIEW OF SURREBUTTAL TESTIMONY 34 

Q. Please provide a brief overview of your surrebuttal testimony. 35 

A. After reviewing the rebuttal testimony provided by the Opposing ROE Witnesses, 36 

updating the analyses contained in my rebuttal testimony to reflect data through August 19, 37 

2011, and considering other relevant data, including current and expected capital market 38 

conditions, I have several general observations and conclusions.  First, in light of the updated 39 

results and additional analyses described throughout my surrebuttal testimony, I continue to 40 

recommend a cost of equity for AIC’s electric operations in a range of 10.75 percent to 11.25 41 

percent.  Within that range, I continue to recommend an ROE of 11.00 percent.  Regarding 42 

the Company’s natural gas operations, I continue to recommend a range of 10.50 percent to 43 

11.00 percent, with a point estimate of 10.75 percent. 44 

 While there remain several points of disagreement among the various ROE witnesses 45 

in this proceeding, there are a more limited number of issues that account for the differences 46 

in our respective results.  For example, because all ROE witnesses in this proceeding place 47 

significant weight on the results of the Multi-Stage Discounted Cash Flow (DCF) model, and 48 

because the terminal stage of that model tends to represent a significant portion of the 49 

analytical results, differences in the terminal growth rate assumptions account for much of 50 

the difference in our respective results and, presumably, our recommendations.  A recent 51 

point of reference with respect to the long-term growth estimate is the 6.00 percent rate relied 52 

on by the Commission in the Commonwealth Edison decision (Docket No. 10-0467).2  While 53 

my updated long-term growth rate of 5.64 percent is somewhat below the 6.00 percent rate 54 

                                                 
2  Illinois Commerce Commission, Docket No. 10-0467, Order, May 24, 2011, at 153. 
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that the Commission recently found to be reasonable, the Opposing ROE Witnesses assume 55 

long-term growth rate projections that are substantially below that level. 56 

In large measure, the long-term growth rates assumed by the Opposing ROE 57 

Witnesses, which range from 4.80 percent in the case of Ms. Freetly to 4.90 percent in the 58 

case of Mr. Gorman, account for Mr. Thomas’ observation that their ROE estimates and 59 

recommendations are tightly clustered, and are well below my recommended equity returns.3  60 

In that regard, the fact that Ms. Freetly’s and Mr. Gorman’s recommendations are consistent 61 

with Mr. Thomas’, when all three witnesses assume long-term growth rates that are 110 to 62 

120 basis points below the Commission’s recently adopted growth rate, is not surprising.  As 63 

discussed in my rebuttal testimony, simply revising the long-term growth estimates in Ms. 64 

Freetly’s and Mr. Gorman’s Multi-Stage DCF analyses produces results that are highly 65 

consistent with mine.4 66 

Regarding the Multi-Stage DCF model, therefore, the principal analytical issue is 67 

whether long-term growth rates of 4.80 percent to 4.90 percent are more plausible than the 68 

5.64 percent growth rate included in my updated analyses, or the 6.00 percent growth rate 69 

recently relied upon by the Commission.  That is especially true when we recognize that the 70 

terminal growth rate is not meant to capture investors’ expectations as of September 2011; 71 

rather, they are meant to reflect long-term growth expectation as of 2021.  Based on the data 72 

and analyses discussed throughout my rebuttal and surrebuttal testimonies, It is my view that 73 

the long-term growth rates assumed by the Opposing ROE Witnesses are unduly low, and 74 

produce ROE estimates that are well below the Company’s cost of equity. 75 

                                                 
3  AG/CUB Ex. 6.0, at 3. 
4  See Ameren Exhibit 23.0, at 42, 80.  Please note that Mr. Thomas chose not to develop his own model; 

rather, he relied on my model while changing certain assumptions. 
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In addition to the long-term growth estimates used in the Multi-Stage DCF analysis, 76 

there also remain differences regarding the application of the Capital Asset Pricing Model 77 

(CAPM), the use of spot market data, and the relationship between current capital market 78 

conditions and the required return on equity.  With respect to the CAPM, it is important to 79 

bear in mind that existing and expected capital market conditions have a direct effect on the 80 

model’s parameters and, therefore, its results.  It would be inappropriate, for example, to 81 

include the currently low level of Treasury yields in the CAPM formulation without 82 

acknowledging and reflecting the fact that those low yields are a direct consequence of 83 

increased levels of investor risk aversion.   84 

As discussed later in my surrebuttal testimony, CAPM analyses that combine the 85 

historically low level of current Treasury yields, when those yields are the result of highly 86 

unstable market conditions, with Beta coefficients and Market Risk Premium estimates that 87 

are measured over periods of far greater market stability will render cost of equity estimates 88 

that substantially under-state current return requirements.  By not properly reflecting the 89 

interactions among the risk free rate, Beta coefficient and Market Risk Premium components 90 

of the CAPM, the Opposing ROE Witnesses have improperly applied the model and 91 

therefore have arrived at unreasonable results. 92 

While it is important to use current market data in developing estimates of the cost of 93 

equity, it also is important to balance the variability of results based on spot data, with the 94 

smoothing effects of average data.  For example, since June 3, 2011 (i.e., the date Ms. Freetly 95 

continues to rely on for the purpose of her ROE analysis), Ms. Freetly’s DCF results have 96 
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varied by as much as 24 basis points in a single day.5  Consequently, the simple decision of 97 

choosing the analytical date easily could have a significant effect on ROE estimates.  To put 98 

that 24 basis point difference in context, Ms. Freetly devotes a fair amount of her direct and 99 

rebuttal testimony to discussing her proposed 16.25 basis point adjustment which, she 100 

suggests, is an appropriate response to the Company’s EUA and GUA riders.  Consequently, 101 

while I agree that it is important to reflect current market data, the application and 102 

interpretation of that data is equally important. 103 

Q. Have you considered the current capital market environment in arriving at your 104 

ROE recommendations? 105 

A. Yes, I have.  As noted in my direct testimony, the cost of equity is affected by 106 

prevailing and expected financial market conditions.6  During periods of market instability, 107 

investors require higher returns in order to be compensated for the risks associated with 108 

uncertain and volatile market conditions.  While the models used to estimate the cost of 109 

equity depend on certain variables, other variables often are used as measures of investor risk 110 

sentiment.  Table 1 (below) provides updated data for several commonly referenced capital 111 

market indices including credit spreads, expected equity volatility, yield spreads (i.e., the 112 

difference between dividend yields and Treasury yields), and return correlations.  As that 113 

table demonstrates (and as discussed in more detail below), all of those metrics indicate 114 

elevated levels of capital market uncertainty and risk. 115 

                                                 
5  See ICC Staff Exhibit 25.0R, at 10. 
6  See Ameren Exhibit 3.0E, at 9, and 3.0G, at 9. 



Ameren Exhibit 41.0 
Page 7 of 83 

Table 1: Risk Sentiment Indicators – August 2011 vs. Pre-Recession Period7 116 

 
August 19, 

20118 

Pre-recession 
(January 2006 

through 
November 2007) 

Credit Spreads (Moody’s Utility Bond Index)   
A-rated bond to 10-year Treasury  2.23% 1.33% 
Baa-rated bond to 10-year Treasury 2.67% 1.58% 
Baa-rated bond to A rated bond 0.44% 0.25% 

Market Volatility   
CBOE VXV and CBOE VIX Futures 24.92%9 14.90%10 

Dividend Yield Spreads   
Electric Proxy Group to 10-year Treasury -1.33% 0.60% 
Natural Gas Proxy Group to 10-year Treasury -0.58% 1.23% 

Return Correlations   

Electric Proxy Group to S&P 500 Index 68.40% 46.43% 

Natural Gas Proxy Group to S&P 500 Index 56.73% 47.22% 

 As investors become more risk averse, and as market volatility and uncertainty 117 

increase, the cost of equity also increases because investors demand a higher risk premium as 118 

compensation for the risk associated with equity ownership.  Since the filing of my rebuttal 119 

testimony, market volatility, as measured by the Chicago Board Options Exchange’s 120 

Volatility Index (VIX), has risen dramatically.  From July 1, 2011 through August 19, 2011, 121 

the VIX averaged 25.81, relative to the daily average of 20.37 since January 1990.  That 122 

increased volatility coincides with the market dislocation that resumed after a series of 123 

weaker than expected economic reports, coupled with Standard and Poor’s (S&P) 124 

                                                 
7  Source: Bloomberg Professional Service. 
8  90-trading day average as of August 19, 2011, except as noted otherwise.  
9  30-trading day average pricing of six month forward volatility.  Please note that the VIX is a one-

month measure of volatility, while the VXV is a three-month measure. 
10  Represents the average VIX measured from January 2006 to November 2007. 
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unprecedented downgrade of the U.S. sovereign debt rating on August 5, 2011.11  Since the 125 

S&P ratings action, the VIX has averaged 37.77, demonstrating continued and significant 126 

levels of market uncertainty. 127 

It also is important to recognize that federal intervention in the capital markets has 128 

created additional uncertainty.  For example, in its second round of “Quantitative Easing”, 129 

the Federal Reserve (Fed) purchased $600 million of Treasury securities between November 130 

2010 and June 2011, thereby injecting additional liquidity into the capital markets.  It 131 

remains unclear, however, whether further additional Fed initiatives will be pursued, what 132 

the timing or nature of those initiatives will be, and how they may affect the capital 133 

conditions going forward. 134 

Putting aside the issue of federal intervention in the capital markets, it is important to 135 

note that the historically low level of Treasury yields is related to the increased degree of 136 

market risk and uncertainty, and does not correspond with a lower cost of equity for utilities.  137 

As demonstrated in Chart 1 (below), during periods in which expected volatility significantly 138 

increased, Treasury yields substantially decreased.  That is, as expected volatility reaches 139 

unusually high levels, investors seek the safety of Treasury securities, bidding up the prices 140 

and knowingly accepting lower yields.  At the beginning of September 2008, for example, 141 

the 30-day average VIX was approximately 21.20 and the average ten-year Treasury yield 142 

(also 30-day average) was approximately 3.93 percent.  By the end of March 2009, however, 143 

the 30-day average VIX and ten-year Treasury yields were 45.47 and 2.83 percent, 144 

respectively. 145 

                                                 
11  United States of America Long-Term Rating Lowered to ‘AA+’ On Political Risks and Rising Debt 

Burden; Outlook Negative, Standard and Poor’s Ratings Direct, August 5, 2011. 
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Chart 1: Relative Performance: VIX and Ten-Year Treasury Yields 146 
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 147 

As of August 5, 2011 (the date of the S&P rating action), the eleven-day average VIX 148 

and ten-year Treasury yield was 22.74 and 2.85 percent, respectively.  For the eleven-day 149 

period ended August 19, 2011, the VIX averaged 37.77 and the average ten-year Treasury 150 

yield was 2.25 percent.  While the intra-period variations (in both 2008 and 2011) were 151 

greater still, the point remains: low Treasury yields during periods of market volatility are the 152 

result of increased, not decreased risk aversion.  In fact, as Chart 2 (below) demonstrates, 153 

investors recently have been willing to accept negative real returns on five and ten-year 154 

Treasury securities. 155 
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Chart 2: Yields on Five and Ten-Year Treasury Inflation Protected Securities 156 

(TIPS)157 
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 While not included in Chart 2 (above), another measure of the unusual capital market 159 

conditions since the S&P ratings action is the relationship between the yield on ten-year 160 

Treasury securities and the average dividend yield on the S&P 500 index.  Over time, the ten-161 

year Treasury yield has been consistently higher than the S&P 500 dividend yield.  Since 162 

1958, there have been only two instances in which those yields became inverted (i.e., the 163 

dividend yield exceeded the Treasury yield): November 2008, and August 2011.12  As noted 164 

earlier, such deviations from long-term market relationships demonstrate the significant 165 

degree of uncertainty and instability in the financial markets. 166 

                                                 
12  Randall W. Forsyth, Reversal of Fortunes Between Stocks and Bonds, Barron’s Online, November 19, 

2008. 
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It also is interesting to note that the average dividend yield for both the electric and 167 

natural gas proxy groups continue to exceed the ten-year Treasury yields since the beginning 168 

of the financial crisis in late 2008.  The only other period in which there was such a wide and 169 

sustained divergence was during the 2002-2003 market dislocation.13  Here again, such 170 

significant deviations from long-term relationships indicate continued capital market 171 

instability. 172 

Chart 3: Treasury Yield/Dividend Yield Spread – Hevert Revised Electric Proxy Group 173 
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13  See also Ameren Exhibit 3.0E, at 14-16. 
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Chart 4: Treasury Yield/Dividend Yield Spread - Natural Gas Proxy Group 175 
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 176 

Q. What conclusions do you draw from those analyses? 177 

A. Those analyses demonstrate that capital markets continue to experience unusually 178 

high levels of uncertainty, volatility, and risk aversion.  The extent of that uncertainty is 179 

manifested, at least in part, in the significant decrease in long-term Treasury yields since 180 

S&P downgraded U.S. sovereign debt.  Even though that ratings action would call into 181 

question the meaning and application of the “risk free rate”, investors still sought safety in 182 

Treasury securities (and did so to the point that they have been willing to accept negative real 183 

returns for five-year and ten-year Treasury Notes).  In addition, while investors sought the 184 

safety of Treasury securities, they did not see utility stocks as safe haven investments.  In 185 

fact, just as the correlation of returns between utility stocks and the broader market increased 186 

during the 2008-2009 market dislocation, they also have increased in the current market.  187 
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Consequently, there is no basis to assume that the cost of equity for utilities in general, or the 188 

Company in particular, has decreased since the filing of my rebuttal testimony. 189 

Q. Have you updated the cost of equity analyses contained in your rebuttal 190 

testimony? 191 

A. Yes, I have updated the Multi-Stage DCF, CAPM, and Bond Yield Plus Risk 192 

Premium analyses presented in my rebuttal testimony for the Hevert Revised Electric and 193 

Hevert Revised Natural Gas proxy groups, as well as the Combined Electric proxy group.  194 

Those updated analyses all reflect data through August 19, 2011.  Tables 2a through 2c 195 

(below) summarize my updated analytical results (see also Ameren Exhibits 41.1 through 196 

41.8). 197 
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Table 2a: Summary of Results – Hevert Revised Electric Proxy Group 198 

 Low Mean High 
Multi-Stage DCF    
30-Day Average 10.09% 10.75% 11.93% 

90-Day Average 10.11% 10.65% 11.71% 

180-Day Average 10.21% 10.76% 11.81% 

Supporting Methodologies 

   

CAPM Results 
Current 30-Year Treasury 

(3.97%) 
Near Term Projected 30-
Year Treasury (4.67%) 

18-month Beta Coefficient 
Sharpe Ratio Derived Market 
Risk Premium 

10.31% 11.00% 

Market DCF Derived Market 
Risk Premium 

11.31% 12.00% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 

10.08% 10.77% 

Market DCF Derived Market 
Risk Premium 

11.04% 11.74% 

Treasury Yield Plus Risk Premium 

 Low Mid High 

Risk Premium 10.37% 10.70% 11.06% 

Flotation Cost 0.15% 

 199 
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Table 2b: Summary of Results – Combined Electric Proxy Group 200 

 Low Mean High 
Multi-Stage DCF    
30-Day Average 9.57% 10.62% 11.93% 

90-Day Average 9.57% 10.53% 11.71% 

180-Day Average 9.68% 10.63% 11.81% 

Supporting Methodologies 

   

CAPM Results 
Current 30-Year Treasury 

(3.97%) 
Near Term Projected 30-
Year Treasury (4.67%) 

18-month Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 

10.40% 11.09% 

Market DCF Derived Market 
Risk Premium 

11.42% 12.11% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 

10.11% 10.81% 

Market DCF Derived Market 
Risk Premium 

11.08% 11.78% 

Treasury Yield Plus Risk Premium 

 Low Mid High 

Risk Premium 10.37% 10.70% 11.06% 

Flotation Cost 0.15% 

 201 
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Table 2c: Summary of Results – Hevert Revised Natural Gas Proxy Group 202 

 Low Mean High 
Multi-Stage DCF    
30-Day Average 9.17% 9.65% 9.93% 

90-Day Average 9.18% 9.59% 9.80% 

180-Day Average 9.25% 9.60% 9.82% 

Supporting Methodologies 

   

CAPM Results 
Current 30-Year Treasury 

(3.97%) 
Near Term Projected 30-
Year Treasury (4.67%) 

18-month Beta Coefficient 
Sharpe Ratio Derived Market 
Risk Premium 

10.80% 11.50% 

Market DCF Derived Market 
Risk Premium 

11.88% 12.57% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 

9.95% 10.65% 

Market DCF Derived Market 
Risk Premium 

10.90% 11.59% 

Treasury Yield Plus Risk Premium 

 Low Mid High 

Risk Premium 10.25% 10.57% 10.93% 

Flotation Cost 0.13% 

Q. Have the Opposing ROE Witnesses updated their analyses? 203 

A. For the most part, they have not.  Although Ms. Freetly did provide certain 204 

calculations for specific days since the June 3, 2011 date relied upon in her direct testimony, 205 

she did not comprehensively update her analyses to reflect more current data.  Neither Mr. 206 

Gorman nor Mr. Thomas provided updated analyses. 207 

Q. How is the remainder of your surrebuttal testimony organized? 208 

A. The remainder of my surrebuttal testimony is organized as follows: Section IV 209 

contains my response to Ms. Freetly’s rebuttal testimony; Section V contains my response to 210 
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Mr. Gorman’s rebuttal testimony; Section VI contains my response to Mr. Thomas’ rebuttal 211 

testimony; and Section VII summarizes my updated ROE analyses based on data up to and 212 

including August 19, 2011. 213 

IV. RESPONSE TO THE REBUTTAL TESTIMONY OF MS. FREETLY 214 

Q. Please briefly summarize Ms. Freetly’s rebuttal testimony. 215 

A.  While Ms. Freetly updates her analysis for several specific days, (using spot prices 216 

through August 15, 2011) she chooses not to rely on the more recent data as the basis for her 217 

recommendation.  Rather, Ms. Freetly continues to rely exclusively on the analyses presented 218 

in her direct testimony, and continues to recommend ROEs of 8.90 percent and 9.72 percent 219 

for the Company’s natural gas and electric operations, respectively. 220 

 Ms. Freetly’s rebuttal testimony also addresses five areas of disagreement between 221 

our respective analyses and conclusions:14 222 

 The long-term growth rate used in the terminal stage of the Multi-Stage DCF 223 

analysis; 224 

 The use of spot versus average prices and yields in the DCF and CAPM 225 

analyses; 226 

 The Beta coefficients used in the CAPM analysis; 227 

                                                 
14  As noted in Ms. Freetly’s rebuttal testimony, the appropriate screening criteria to be used to establish 

the proxy group is another area of disagreement, however in my rebuttal testimony, I considered the 
results of a combined proxy group that includes both Ms. Freetly’s proxy group companies and my 
proxy group companies. Therefore, I will not address the proxy group differences further in my 
surrebuttal testimony.  While there are other areas of disagreement between Ms. Freetly and me, I have 
limited the discussion in my surrebuttal testimony to those issues that have a significant effect on the 
results of our ROE estimation models and final recommendations regarding the appropriate return on 
common equity.  
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 Ms. Freetly’s proposed 16.25 basis point adjustment to the ROE for the EUA 228 

and GUA; and 229 

 The relevance of authorized returns in other jurisdictions as a means of 230 

assessing ROE recommendations. 231 

Each of those points is discussed in turn, below. 232 

A. Application of the Multi-Stage DCF Model 233 

Q. What are the most significant areas of disagreement between you and Ms. 234 

Freetly regarding the Multi-Stage DCF model? 235 

A. While there are several areas of disagreement between Ms. Freetly and me, the most 236 

significant issues related to the Multi-Stage DCF model are: (1) the appropriate long-term 237 

growth rate to be used in the third stage of the model; and (2) the measurement of stock 238 

prices. 239 

Q. Please briefly describe the Multi-Stage DCF model, and the relevance of the 240 

long-term growth rate as used in that model. 241 

A. Under the Multi-Stage DCF model, the subject company’s stock price is set equal to 242 

the present value of future cash flows received over three “stages”.  In the first two stages, 243 

“cash flows” are defined as projected dividends.  In the third stage, which begins in year 244 

eleven of the DCF model, “cash flows” equal both dividends and the expected price at which 245 

the stock will be sold at the end of the final stage (i.e., the “terminal price”).  The terminal 246 

price is calculated based on the Gordon model, which defines the price as the expected 247 

dividend divided by the difference between the cost of equity (i.e., the discount rate) and the 248 
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long-term expected growth rate.15  All of the ROE witnesses in this proceeding have 249 

estimated the long-term growth rate in the context of the expected long-term rate of growth 250 

in nominal Gross Domestic Product (GDP). 251 

Q. Has Ms. Freetly updated her estimate of long-term GDP growth? 252 

A. No, Ms. Freetly continues to rely on the results of the analyses she prepared in her 253 

direct testimony, which are based on market data on June 3, 2011.  As noted in my rebuttal 254 

testimony,16  Ms. Freetly’s estimate of long-term real GDP growth is based on projections 255 

from the Energy Information Administration (EIA) over the period from 2021-2035 and 256 

Global Insights over the period from 2021-2041.  As discussed in her direct testimony, Ms. 257 

Freetly estimated the expected inflation rate from the difference in yields on U.S. Treasury 258 

bonds, and U.S. Treasury Inflation-Protected Securities (TIPS).17  Ms. Freetly estimated a 259 

long-term inflation rate of 2.50 percent.  As also noted in my rebuttal testimony, combining 260 

the projected real GDP growth rate of 2.60 percent and the expected inflation rate of 2.50 261 

percent produces a 5.20 percent projected nominal GDP growth rate.  In addition, Ms. Freetly 262 

considers the average nominal GDP growth rate forecasts by EIA and Global Insight of 4.50 263 

percent and 4.40 percent, respectively.  In establishing her estimate of 4.80 percent, Ms. 264 

Freetly averages (1) the estimated nominal GDP growth rate of 5.20 percent and (2) the 265 

                                                 
15  Under the Gordon model, the terminal price equals the present value of dividend received in 

perpetuity.  As discussed in my direct testimony, (See Ameren Exhibit 3.0E, at 29 and Ameren Exhibit 
3.0G, at 29-30) and in my response to Mr. Gorman later in my surrebuttal testimony, the terminal 
value also can be calculated as the product of the terminal year projected earnings per share and the 
expected Price/Earnings ratio. 

16  See Ameren Exhibit 23.0, at 26-28. 
17  ICC Staff Exhibit 8.0, at 8. 



Ameren Exhibit 41.0 
Page 20 of 83 

average of the EIA and Global Insights forecasts of economic growth of 4.50 percent and 266 

4.40 percent.18 267 

Q. What is the basis of your disagreement with Ms. Freetly’s estimate of the long-268 

term growth rate? 269 

A. First, as noted in my rebuttal testimony, Ms. Freetly’s reliance on spot data as the 270 

source of her long-term inflation projection assumes that the level of interest rates and the 271 

slope of the yield curve on a single day is the best estimate of market expectations ten years 272 

hence.  As further explained in my rebuttal testimony, there are many factors that affect the 273 

level and slope of the yield curve, any of which could come into play at a given point in time.  274 

Consequently, it is highly speculative to assume that the factors in existence on June 3, 2011 275 

appropriately reflect investors’ expectations for long-term growth inflation (and, therefore, 276 

long-term growth) as of 2021. 277 

 Equally important, Ms. Freetly does not explain why it is appropriate to consider a 278 

long-term growth estimate in this case that is 120 basis points lower than the long-term 279 

growth rate that the Commission recently relied on in Docket No 10-0467 and that is based 280 

on projections of growth and inflation that were considered by the Commission and rejected 281 

in that case.  In contrast, as shown in Table 3 (below), my updated estimate of the long-term 282 

GDP growth rate is 36 basis points below the long-term growth rate that the Commission 283 

considered appropriate in Docket No. 10-0467.  Finally, notwithstanding Ms. Freetly’s 284 

assertion that I “mischaracterized” her testimony regarding the relationship between expected 285 

                                                 
18  The EIA forecast of nominal economic growth was for the period from 2021 through 2035 and the 

Global Insights forecast was for the period from 2021-2041. See ICC Staff Exhibit 8.0, at 9. See 
Ameren Exhibit 23.0, at 26-28. 
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long-term Treasury yields and expected long-term GDP growth, her 4.80 percent growth 286 

estimate remains well below the 5.70 percent projected yield on 30-year Treasury securities. 287 

Table 3: Summary of Long-Term Growth Rates 288 

 

Long-term 
GDP growth 

rate 

Commission Docket No. 10-046719 6.00% 

Global Insights Nominal GDP Growth20 5.20% 

EIA Annual Energy Outlook Nominal GDP Growth21 5.20% 

Hevert Revised Long-Term Growth Rate 5.64% 

Blue Chip Financial Forecast 2021 
Projection of 30-year Treasury Yield22 

5.70% 

Ms. Freetly’s Proposed Long-Term Growth Rate23 4.80% 

Q. Turning briefly to that point, what is your response to Ms. Freetly’s suggestion 289 

that you have mischaracterized her direct testimony regarding the similarity of U.S. 290 

Treasury yields and the long-term GDP growth rate?24 291 

A. My conclusion that Ms. Freetly considers the yield on the 30-year Treasury to be an 292 

appropriate measure of expected long-term nominal GDP growth is based on the discussion 293 

of the relationship between the risk-free rate and long-term GDP growth rates included in her 294 

direct testimony, as well as the long-term growth rate methodology that Ms. Freetly relied on 295 

in prior cases. 296 

In her direct testimony, Ms. Freetly states that for a variety of reasons, “both the real 297 

GDP growth rate and the real risk-free rate of return should be similar”.25  In that regard, Ms. 298 
                                                 
19  Illinois Commerce Commission, Docket No. 10-0467, Order, May 24, 2011, at 153.  
20  ICC Staff Exhibit 8.0 at 9. 
21  Ibid.  
22  Blue Chip Financial Forecasts, Vol. 30, No. 6, June 1, 2011, at 14.   
23  ICC Staff Exhibit 8.0 at 9. 
24  See ICC Staff Exhibit 25.0R, at 6-7. 
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Freetly states that the U.S. Treasury bond yield of 4.26 percent “more closely approximates 299 

the long-term risk-free rate.”26  The 4.26 percent yield that Ms. Freetly references in her 300 

direct testimony is the yield on the 30-year U.S. Treasury bond on June 3, 2011.27  Since the 301 

long-term Treasury yield of 4.26 percent approximates the risk-free rate, and the risk-free 302 

rate should be similar to the GDP growth rate, it is reasonable to conclude that Ms. Freetly’s 303 

position is that the long-term Treasury yield of 4.26 percent would approximate GDP growth.  304 

That conclusion also is consistent with Ms. Freetly’s statement that “both the real GDP 305 

growth rate and the real risk free rate of return should be similar.”28 306 

I also note that in Docket Nos. 09-0306-0311 (Cons.), Ms. Freetly explained her use 307 

of the yield on 20-year Treasury bonds as an estimate of expected long-term GDP growth as 308 

follows: 309 

To estimate the long-term growth expectations for the third, 310 
steady-state stage, I utilized the implied 20-year forward U.S. 311 
Treasury rate in ten years, which reflects current expectations of 312 
the long-term overall economic growth during the steady-state 313 
growth stage of my non-constant DCF model.  An implied 20-year 314 
forward U.S. Treasury rate in ten years of 4.83% was derived from 315 
the 3.51%, 10- and 4.35%, 30-year U.S. Treasury rates as of 316 
August 18, 2009.29 317 

In that case, Ms. Freetly used the implied 20-year Treasury yield as her estimate of nominal 318 

GDP growth in the third stage of her Multi-Stage model.30  Based on Ms. Freetly’s direct 319 

testimony in this proceeding and the methodology that she relied on to develop the long-term 320 

GDP growth estimate in the Company’s prior rate proceeding, I conclude that she considers 321 

 
25  See ICC Staff Exhibit 8.0, at 18. 
26  Ibid., at 17. 
27  See ICC Staff Exhibit 8.0, at 16. 
28  Ibid. 
29  Docket Nos. 09-0306 through 09-0311 (Cons.), ICC Staff Exhibit 6.0, at 7-8. 
30  Docket Nos. 09-0306 through 09-0311 (Cons.), ICC Staff Exhibit 6.0, Schedule 6.03-G. 
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the yield on long-term Treasury bonds to be an appropriate measure of the expected long-322 

term GDP growth rate. 323 

Finally, it is interesting to note that as of June 1, 2011, which is the publication of the 324 

Blue Chip Financial Forecast (and is consistent with Ms. Freetly’s June 3, 2011 calculation 325 

date), the projected yield on the ten-year Treasury bond is 5.20 percent (as of 2021), and the 326 

projected yield on the 30-year Treasury bond is 5.70 percent.  Therefore, the projected yield 327 

on the implied 20-year Treasury bond is 5.45 percent, which is 19 basis points lower than my 328 

proposed long-term growth rate, but 65 basis points higher than Ms. Freetly’s proposed long-329 

term growth rate. 330 

Q. Does Ms. Freetly explain what has changed since May 2011 (when the 331 

Commission issued its order in Docket No. 10-0467) that would support a 120 basis 332 

point reduction in the long-term growth rate? 333 

A. No, Ms. Freetly offers no explanation as to why it is reasonable to conclude that the 334 

projections of long-term GDP growth, which reflect the expectations of economic growth 335 

beginning in year 2021, would have decreased by 120 basis points since the Commission 336 

considered the growth rates presented in Docket No. 10-0467.  Rather, Ms. Freetly suggests 337 

that a long-term growth rate of 6.00 percent is not supported by “professional forecasters”31 338 

pointing out that the EIA projects nominal economic growth of 4.50 percent for the period 339 

from 2021 through 2035 and Global Insights projects nominal economic growth of 4.40 340 

percent for the 2021 through 2041 period.32 341 

                                                 
31  See ICC Staff Exhibit 25.0R, at 6. 
32  Ibid., at 6. 
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Q.  How do the EIA and Global Insights projections of long-term economic growth 342 

proposed by Ms. Freetly compare to the long-term growth rates considered by the 343 

Commission in Docket No. 10-0467? 344 

A. The EIA and Global Insights projections relied on by Ms. Freetly are identical to the 345 

projections proposed by Staff in Docket No. 10-0467.  Consistent with the methodology 346 

relied on by Ms. Freetly in this case, Staff Witness McNally relied on projections of real 347 

GDP growth as published by EIA and Global Insights to develop his long-term growth rates 348 

in Docket No. 10-0467.  In that case, Mr. McNally proposed the use of projected GDP 349 

growth from EIA and Global Insights of 2.50 percent for the periods 2020-2035 and 2020-350 

2040, respectively.  Thus, while the projected period has changed by one year, the data 351 

sources and actual projected GDP growth rates are the same as those relied on by Ms. Freetly 352 

in this case.  In addition, Mr. McNally relied on the same methodology used by Ms. Freetly 353 

to estimate projected inflation that resulted in the same inflation rate of 2.40 percent. 354 

As noted in my rebuttal testimony, the Commission disagreed with the growth rates 355 

proposed by Staff Witness McNally in Docket No. 10-0467.  In its order in that proceeding, 356 

the Commission stated that it: 357 

…finds problems with how Mr. McNally’s GDP growth rate 358 
forecast is calculated because it is based on assumptions that are 359 
inconsistent with actual historical growth for the U.S. 360 
economy.  For example, Mr. McNally’s 2.4% inflation rate 361 
compares to historical GDP inflation rates that have averaged 3.5% 362 
and his real GDP growth rate of 2.5% is much lower than the 363 
actual historical growth rate of 3.4%.  It is reasonable to believe 364 
that future real growth and inflation will both be 3% and therefore 365 
a 6% growth rate is a more reasonable proxy for investors’ long-366 
term expectations.33 367 

                                                 
33  Illinois Commerce Commission, Docket No. 10-0467, May 24, 2011, at 153. 
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In May 2011, therefore, the Commission declined to rely on long-term growth rates 368 

that Ms. Freetly relies on as the basis for her 4.80 percent long-term GDP growth rate in this 369 

proceeding.  While Mr. McNally’s proposed 5.00 percent long-term growth rate in that 370 

proceeding was 20 basis points higher than the long-term growth rate proposed by Ms. 371 

Freetly in this case, the Commission determined that both the growth rate and inflation 372 

estimates were inconsistent with historical measures.  As such, the Commission relied on the 373 

6.00 percent growth rate developed by Dr. Hadaway, noting that it was a more reasonable 374 

proxy for investor’s long-term expectations.  Therefore, the lower end of Ms. Freetly’s range 375 

of long-term growth rates recently has been reviewed and rejected by this Commission. 376 

Q.  Ms. Freetly suggests that your long-term growth estimate is unreasonable 377 

because it implies returns on common equity of 16.86 percent and 18.63 percent for 378 

your Electric and Natural Gas proxy groups, respectively both of which are higher than 379 

Value Line’s projected return on common equity for your Electric and Natural Gas 380 

proxy groups of 11.69 percent and 11.95 percent.34
  What is your response to Ms. 381 

Freetly on that point? 382 

A.  Ms. Freetly’s assertion is premised on the “b times r” approach to estimating growth, 383 

which assumes that internal growth is defined as the product of the retention ratio (b) and the 384 

earned return on common equity (r).  As discussed in my rebuttal testimony, in prior orders 385 

the Commission has found that approach to be unreliable.35  Consequently, Ms. Freetly’s 386 

assertion that my long-term growth rate is not sustainable is premised on a method that the 387 

Commission has rejected. 388 
                                                 
34  See ICC Staff Exhibit 25.0R, at 5. 
35  See Ameren Exhibit 23.0, at 36. 
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Moreover, although Ms. Freetly considers Value Line’s projected ROEs for my proxy 389 

groups to be relevant benchmarks of the return on common equity for the electric and natural 390 

gas operations, it is important to note that she fails to explain why her recommended return 391 

for the Company’s electric operations is 197 basis points lower than the Value Line 392 

projections.  Similarly, Ms. Freetly’s recommended ROE for the natural gas operations is 305 393 

basis points below Value Line’s projected ROE for my proxy group.  If Ms. Freetly relies on 394 

the “b times r” approach to assess the reasonableness of my long-term growth estimate it 395 

stands to reason that she has pre-supposed the reasonableness of Value Line’s return on 396 

equity projections.  Nowhere in her testimony, however, does Ms. Freetly reconcile the 197 397 

and 305 basis point difference between her ROE recommendations for the Company’s 398 

electric and natural gas operations with Value Line’s projections. 399 

Q.  You noted earlier that the Multi-Stage DCF model results are very sensitive to 400 

the long-term growth rate assumptions.  Have you performed any analyses of the DCF 401 

results based on varying long-term growth rates? 402 

A. Yes, I have.  For example, Ms. Freetly has proposed a long-term growth rate of 4.80 403 

percent, whereas my updated long-term growth rate is 5.64 percent.  The midpoint of those 404 

growth rates is approximately 5.20 percent, which also is the high end of the long-term 405 

growth rates presented by Ms. Freetly.  I therefore considered the results of the Multi-Stage 406 

DCF model using 5.20 percent as the long-term growth rate and 30-day average market data 407 

ending August 19, 2011 for the Hevert Revised Electric proxy group and Combined Electric 408 

proxy group.  I performed a similar analysis for the Hevert Revised Natural Gas proxy group.  409 

As shown in Ameren Exhibit 41.1, the range of results for the electric proxy groups is 10.28 410 
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percent to 10.42 percent, which are 34 basis points below the results for my electric and 411 

combined proxy groups based on a 30-day averaging period and 56 to 70 basis points higher 412 

than Ms. Freetly’s recommendation for the electric proxy group.  Similarly, the result for the 413 

natural gas proxy group is 9.29 percent, which is 36 basis points below the results for my 414 

natural gas proxy group and 39 basis points higher than her recommendation for the natural 415 

gas operations. 416 

B. Use of Spot Prices in the ROE Estimation Models 417 

Q. Ms. Freetly continues to assert that the use of spot stock prices and spot 418 

Treasury yields in her ROE estimation models is appropriate since they reflect the most 419 

current information available to investors.  Did Ms. Freetly examine the effect of using 420 

spot stock prices and yields on the results of her DCF and CAPM analyses since she 421 

filed direct testimony? 422 

A. Yes.  Ms. Freetly examined her DCF and CAPM models for both her Electric and 423 

Natural Gas proxy groups on eight separate days between July 7, 2011 and August 15, 2011. 424 

Q. Do you agree with Ms. Freetly’s characterization of her analysis as a 425 

demonstration that variability does not result from the use of spot prices, or spot 426 

yields? 427 

A. No, I do not.  Ms. Freetly describes the results of her analysis as follows: 428 

As can be seen [by the results of the analysis] the volatility of the 429 
stock market does not have a large impact on the return on 430 
common equity for my Gas and Electric samples.  Over a period of 431 
about two months, the average difference between the post-June 432 
2011 cost of common equity estimates and the June 3, 2011 433 
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estimates was only 9 basis points for my Gas sample and 15 basis 434 
points for my Electric sample.36 435 

However, Ms. Freetly reaches that conclusion by taking the average difference over 436 

the study period, which fails to address the concerns related to volatility.  What is more 437 

relevant is the differences between the outliers, and the difference in consecutive 438 

observations in the analysis.  The results of Ms. Freetly’s DCF analysis vary by as much as 439 

80 basis points, and the results of her CAPM analysis vary by as much as 32 basis points 440 

over a period of less than one month.  In a single day, between August 10, 2011 and August 441 

11, 2011, Ms. Freetly’s DCF results varied 20 to 24 basis points, and her CAPM results 442 

varied 8 to 12 basis points.37  While such volatility may not be of the same magnitude as seen 443 

in broad market indicators, it clearly demonstrates that within the study period, analyses 444 

based on spot data continue to be subject to volatile results, and lead to unreliable 445 

calculations and results. 446 

Q. Ms. Freetly stated that the Commission was reluctant to deviate from its reliance 447 

on spot data.  Has the Commission recently addressed the use of spot data? 448 

A. Yes it has.  The Commission’s Order in Docket No. 10-0467 addresses the use of spot 449 

data for the purpose of calculating the risk-free rate in the CAPM analysis.  The Commission 450 

noted its recent position in the Order in Docket No. 07-0241 stating that it “has recently 451 

rejected use of such a pure ‘spot date’ approach in its North Shore decision (Thomas, Tr. at 452 

1783) and noted the problems that can result from using such data.”38  Moreover, in that 453 

                                                 
36  See ICC Staff Exhibit 25.0R, at 10. 
37  Ibid., at 10. 
38  Illinois Commerce Commission, Docket No. 10-0467, Order, May 24, 2011, at 152. 
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decision the Commission made an adjustment to the risk-free rate, which had been estimated 454 

by the Staff Witness based on spot data, to move closer to an annual average estimate. 455 

Q. Please explain why you believe it is more appropriate to rely on average stock 456 

prices and Treasury yields than the spot prices on which Ms. Freetly relies. 457 

A. In relying on spot stock prices and Treasury yields for a particular day, Ms. Freetly’s 458 

analysis is based on one specific closing yield.  While I agree with Ms. Freetly that the 459 

capital markets have entered into a period of increased volatility, relying on spot data in the 460 

ROE estimation models during such periods results in significant variability in the estimated 461 

ROE.  Ms. Freetly ultimately does not rely on any of the results from this period of 462 

heightened volatility, but in failing to do so, she also fails to incorporate the most recent 463 

information available regarding the cost of equity, which is inconsistent with her position on 464 

the importance of using the most current data. 465 

 In contrast, the use of an averaging period, such as the 30-, 90- and 180- day averages 466 

that I have relied on in my analyses, mitigates the variability in ROE estimates that results 467 

from choosing an individual spot price, and allows for consideration of data over more 468 

volatile periods, such as the current period.  In addition, the use of average prices eliminates 469 

the subjectivity associated with choosing a particular day to best represent the cost of equity. 470 

Q. Does Ms. Freetly explain why June 3, 2011 is the appropriate day to analyze for 471 

the purposes of determining the cost of equity for AIC? 472 

A. Not entirely.  Ms. Freetly claims that the “[u]se of a historical average requires the 473 

analyst to subjectively determine what data is no longer relevant, needlessly and 474 
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inappropriately replacing the collective judgment of all investors with his own.”39  However, 475 

in this case, Ms. Freetly has specifically selected June 3, 2011 as the most relevant point in 476 

time to determine her cost of equity recommendation.  Despite Ms. Freetly’s claim that her 477 

analyses reveal that stock market volatility does not have a substantial effect on her 478 

analyses,40  Tables 1 and 2 in her rebuttal testimony demonstrate that since June 3, 2011, the 479 

ROE estimates resulting from her models have generally increased. 480 

In support of her decision to exclude her updated results, Ms. Freetly explains that 481 

“[t]his high degree of daily volatility is indicative of a market not in equilibrium and, as such, 482 

I recommend the Commission not rely on cost of equity estimates from this period.”41  In 483 

doing so, Ms. Freetly disregards the most recent results from the August 2011 updates to her 484 

ROE estimation analyses.  Ms. Freetly also does not revise her recommendations for the cost 485 

of equity based on any of the results that occurred subsequent to June 3, 2011.42  In my view, 486 

disequilibrium is manifested in the measures of market instability noted earlier in my 487 

surrebuttal testimony.  Those measures clearly indicate higher, not lower costs of capital. 488 

Q. Ms. Freetly suggests that the use of historical data results in “inappropriately 489 

mixing and matching data from different points in time.”43  What is your response to 490 

Ms. Freetly on that point? 491 

A. I disagree with Ms. Freetly’s characterization of my analysis as “mixing and 492 

matching” data.  First, as a point of clarification, all of the data in my ROE estimation models 493 

                                                 
39  See ICC Staff Exhibit 25.0R, at 8-9. 
40  Ibid., at 9-10. 
41  Ibid., at 12. 
42  Ibid., at 16. 
43  Ibid., at 9. 
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are updated, as close to filing as possible, and those analyses rely on information that is 494 

available to investors at that time.  Second, the use of an average stock price does not 495 

constitute a mix of data from different points in time.  As an example, I have relied upon 30-496 

day, 90-day, and 180-day averages in my DCF analysis.  The other primary component of a 497 

DCF analysis is the growth rate.  Analysts’ estimates of growth are forward-looking and are 498 

not necessarily dependent on the day-to-day fluctuations of a given company’s stock price.  499 

As such, analysts’ consensus earnings growth estimates are less volatile than spot prices.  500 

Therefore, there is no need to incorporate an average of earnings growth estimates.  By using 501 

30-day, 90-day, and 180-day average stock prices, I am able to balance the need to reflect 502 

current information with the need to consider volatility that may occur in stock prices on a 503 

given day. 504 

Q. Do you believe that the Commission should consider the most recent market 505 

information? 506 

A. Yes, I do.  As Ms. Freetly observes, “[n]ew information becomes available every day 507 

and investors rethink their projections of future cash flows, the risk level of the company, and 508 

the price of risk.”44  Ms. Freetly further points out that “research has found that the last 509 

observed stock price is the best estimator of future stock prices.”45  Yet, while Ms. Freetly 510 

has updated her DCF and CAPM analyses as recently as August 15, 2011, she relies on spot 511 

data as of June 3, 2011 as the basis of her cost of equity recommendation, due to market 512 

volatility subsequent to that time.  In doing so, however, she introduces an element of 513 

                                                 
44  Ibid., at 9. 
45  Ibid., at 9. 
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subjectivity, and fails to consider the most current information.  As such, I continue to 514 

believe that the use of spot data is inappropriate, especially when that data is also stale. 515 

C. Application of the CAPM 516 

Q.  What are the remaining areas of disagreement between you and Ms. Freetly in 517 

the application of the CAPM? 518 

A.  The areas of disagreement between Ms. Freetly and me in the application of the 519 

CAPM continue to be: (1) the appropriate Beta coefficient; and (2) the use of a “spot” risk-520 

free rate. 521 

Q. Why is the estimation of the Beta coefficient an important consideration in the 522 

CAPM? 523 

A.  As discussed in my direct testimony, the Beta coefficient in the CAPM is a measure 524 

of non-diversifiable risk, which is defined as: 525 

β = 
)(

),(

m

me

rVariance

rrCovariance
[1] 526 

The variance of the market return, noted in Equation [1], is a measure of the 527 

uncertainty of the general market, and the covariance between the return on a specific 528 

security and the market reflects the extent to which the return on that security will respond to 529 

a given change in the market return.  Thus, the Beta coefficient represents the risk of the 530 

security relative to the market. 531 
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Q. Please explain how you and Ms. Freetly estimated the Beta coefficients used in 532 

your respective CAPM analyses. 533 

A. Ms. Freetly relies on several approaches to estimate Beta coefficients, each of which 534 

is based on a five-year period that includes the effects of the financial market dislocation.  As 535 

discussed in my direct and rebuttal testimonies, as a result of the recent financial market 536 

dislocation, the relationship between the returns of the proxy group companies and the S&P 537 

500 Index was considerably different than has been experienced in the current market 538 

environment.  Therefore, in order to reflect current market conditions, (as Ms. Freetly 539 

believes is important) I relied on shorter-term estimates of Beta coefficients of 12 and 18 540 

months.46 541 

D. Proposed Adjustment to the ROE for the EUA and GUA 542 

Q. Please summarize the remaining areas of disagreement between you and Ms. 543 

Freetly regarding her recommended adjustment to the ROE as a result of the Electric 544 

Uncollectible Accounts rider (EUA) and the Gas Uncollectible Accounts rider (GUA). 545 

A. Ms. Freetly’s proposed adjustment is based on the assumption that the approval of the 546 

EUA or GUA is so incrementally risk mitigating that it would result in an increase in the 547 

Company’s credit rating of one letter grade.  To calculate her proposed adjustment, Ms. 548 

Freetly relies on the spread between the yields on Baa3-rated and A3-rated debt, which she 549 

states equals 65 basis points.  Ms. Freetly then relies on the factors that Moody’s uses to 550 

establish corporate credit ratings to calculate a specific adjustment for the uncollectible 551 

accounts riders.  Since Moody’s notes that they assign a 25.00 percent weighting to cost 552 

                                                 
46  See Ameren Exhibit 3.0E at 35-36, Ameren Exhibit 3.0G at 36-37, and Ameren Exhibit 23.0 at 46-47. 
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recovery in ratings determinations, Ms. Freetly applies that weighting to the 65 basis point 553 

spread between Baa3 and A-rated bond yields and concludes that a 16. 25 basis point 554 

adjustment would be appropriate for the EUA and GUA. 555 

I disagree with Ms. Freetly’s recommendation for two primary reasons: (1) Ms. 556 

Freetly has not demonstrated that the market-required cost of equity has been reduced as a 557 

direct result of the EUA and GUA riders; and (2) the methodology that she relies on to 558 

calculate the adjustment overstates the weight that rating agencies would place on the 559 

implementation of a single rider.  In addition, I continue to believe that Ms. Freetly has 560 

developed a very precise adjustment based on very volatile data. 561 

Q. Has Ms. Freetly conducted any analyses that demonstrate that the market-562 

required cost of equity was reduced as a result of the implementation of the EUA and 563 

GUA riders? 564 

A. No.  Ms. Freetly’s analysis assumes that investors have reduced their return 565 

requirements as a direct consequence of the riders, but she provides no evidence to support 566 

that critical assumption. 567 

Q. Please summarize Ms. Freetly’s criticisms of your analysis of the change in the 568 

cost of equity resulting from the implementation of uncollectible riders. 569 

A. In her rebuttal testimony, Ms. Freetly continues to assert that my event studies are 570 

invalid because I did not examine the effect of a single event on stock price, but instead 571 

compared the cumulative effect of all events during the observation period.47 572 

                                                 
47  See ICC Staff Exhibit 25.0R, at 16. 
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Q. What is your response to Ms. Freetly on that point? 573 

A. As I discussed in my direct and rebuttal testimonies, the event studies analyzed the 574 

return requirements of DTE Energy Co. (DTE), the parent company of Detroit Edison and 575 

MichCon, relative to industry specific indices.  By comparing the company’s returns to the 576 

utility index, the study controls for the effects of any changes in market conditions or 577 

investors’ sentiments regarding industry specific events.  As discussed in my rebuttal 578 

testimony, the event studies compare the return requirements over a period of time prior to 579 

and following the event date.  It appears that Ms. Freetly’s concern is that I have not 580 

identified a specific date on which all investors reflect any changes in their return 581 

requirement as a result of the implementation of the uncollectible account riders considered 582 

in these studies.  Since it is certain that all investors would not reflect any changes in return 583 

requirement on the same trading day, I believe it is more appropriate to structure the study as 584 

I have done in my rebuttal testimony; that is, to compare the return requirements of investors 585 

over a period of time prior to and following the event date. 586 

Q. Please explain why you disagree with the methodology that Ms. Freetly used to 587 

estimate the decrease in investor return requirements that she then proposes as an 588 

adjustment to the ROE. 589 

A. Ms. Freetly’s proposed adjustment is based on the assumption that the approval of the 590 

EUA or GUA would result in an increase in the Company’s credit rating of one letter grade.  591 

And, as noted earlier, Ms. Freetly suggests that the difference in utility debt yields between 592 

Moody’s Baa3-rated utility debt and A3-rated utility debt is 65 basis points.  Ms. Freetly 593 

further relies on the Moody’s credit rating methodology to estimate the percentage of that 594 



Ameren Exhibit 41.0 
Page 36 of 83 

spread that would be related to the cost recovery rider.  Since Moody’s weights overall cost 595 

recovery as 25.00 percent of its credit rating, Ms. Freetly simply applies that weighting to the 596 

difference in debt yields and concludes that the implementation of this single rider would 597 

reduce investor return requirements by 16.25 basis points.  That methodology assumes that at 598 

the margin, the uncollectible account rider would be the only element of the Company’s cost 599 

recovery that is given any weight in establishing the Company’s credit rating and that 600 

Moody’s would increase the Company’s rating specifically because of the rider. 601 

As discussed in my rebuttal testimony, Moody’s notes that within the review of cost 602 

recovery mechanisms, rate riders are only one of several factors that the rating agency 603 

considers in arriving at ratings decisions.  Moody’s does not, however, specify the weight 604 

that is given to individual factors that are identified as “Cost Recovery” considerations. The 605 

fundamental basis of Ms. Freetly’s adjustment, therefore, is based on several unsubstantiated 606 

assumptions. 607 

Q. What is your response to Ms. Freetly’s position that your analysis of the 608 

variability of yields to maturity of utility debt yields is invalid because you do not 609 

acknowledge that the bonds were issued at different times? 610 

A. Ms. Freetly argues that my analysis is invalid because I did not mention that the bond 611 

with the minimum yield to maturity was issued in December 2003 at 5.20 percent while the 612 

bond with the maximum yield to maturity48 was issued in January of 1994 at 6.93 percent.  613 

While it may be the case that the bonds were issued at different points in time and at different 614 

                                                 
48  The yield to maturity is the yield that would be realized on a bond if the bond was held until the 

maturity date. The yield to maturity would be greater than the current market yield if the bond is 
currently trading at a discount or less than the current yield if the bond is trading at a premium. 
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coupon rates, the purpose of my analysis is to compare the yield to maturity for bonds of 615 

comparable remaining maturities, security, and credit ratings. 616 

As Ms. Freetly is aware, the yield to maturity is the internal rate of return for an 617 

investor who buys a bond, assuming that the bond is held to maturity and all interest 618 

payments are received. Consequently, the fact that one bond may have been issued in 2003 at 619 

a 5.20 percent coupon rate while another was issued in 1994 at a coupon rate of 6.93 percent 620 

is not at issue when the analysis focuses on the yield to maturity.  As noted in my rebuttal 621 

testimony, however, yields to maturity can vary substantially within a given group of 622 

securities.  Quite often, the yields depend on factors such as the demand for securities that fit 623 

a particular portfolio requirement, whether the issuing company has other seasoned 624 

outstanding securities, or other idiosyncratic issues.  As a result, there can be a wide range in 625 

yields for otherwise comparable bonds.  Because of that range, it is difficult to ascribe a very 626 

precise effect (16.25 basis points) to a single variable (the existence of the EUA and GUA 627 

riders).  Consequently, I continue to disagree with the basis of Ms. Freetly’s calculation. 628 

E. Relevance of Authorized Returns in Other Jurisdictions 629 

Q. Please briefly summarize the apparent basis of Ms. Freetly’s assertion that a 630 

comparison of her recommended ROE to returns authorized in other jurisdictions is 631 

“useless”.49 632 

A. Ms. Freetly suggests that because the analysis does not “identify relative risk”, the 633 

credit rating, the capital structure, or other aspects of rate decisions, “there is no basis on 634 

                                                 
49  ICC Staff Exhibit 25.0R, at 2. 
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which to assess comparability”.50  On that basis, Ms. Freetly appears to question the 635 

relevance of such data in assessing the reasonableness of return recommendations. 636 

Q. What is your response to Ms. Freetly on that point? 637 

A. There are several reasons why I disagree with Ms. Freetly’s conclusion.  First, please 638 

note that I have not suggested that the Commission should be bound by the decisions of other 639 

jurisdictions.  Rather, it is my view that such information is considered by investors and 640 

therefore is a relevant consideration in assessing alternative ROE recommendations.  In 641 

addition, (as discussed in my rebuttal testimony), I recognize that individual cases may have 642 

specific elements; the use of a large number of such cases, however, mitigates the effect of 643 

any outlying decision.51  Consequently, while it may be that one or more cases have 644 

attributes that differ from the Company’s, the use of an average authorized return over many 645 

cases mitigates that concern. 646 

In this proceeding, the highest point estimate offered by the Opposing ROE 647 

Witnesses for the Company’s electric operations was lower than 90.00 percent of authorized 648 

returns from 2008 through June, 2011.52  While Ms. Freetly suggests that comparability is an 649 

issue in the application of that data, she has provided no evidence to explain why the 650 

Company is so less risky, what rate elements could account for such a difference, or how 651 

current capital market conditions are so much more accommodating that investors would be 652 

willing to accept a return that is below 90.00 percent of returns available to other utilities in 653 

other jurisdictions. 654 

                                                 
50  Ibid. 
51  See Ameren Exhibit 23.0, at 110. 
52  Ameren Exhibit 23.0, at 7.  Please note that Ms. Freetly’s 9.72 percent recommendation is not the 

highest return recommended by the Opposing ROE witnesses. 
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The fact that Ms. Freetly is unable to explain why the Company is so less risky that 655 

its cost of equity is below 90.00 percent of other utilities is important when we consider the 656 

fact that the financial community regularly reviews such data.  As discussed in my rebuttal 657 

testimony, for example, both Citigroup and Barclays Capital report authorized returns, and 658 

often review those averages in the context of the prevailing level of interest rates.53  Given 659 

that the role of ROE witnesses such as Ms. Freetly and me is to estimate the market-required 660 

return on equity, the fact that investors review data relating to authorized returns supports the 661 

use of that data in assessing the reasonableness of ROE recommendations. 662 

Q. Turning now to Ms. Freetly’s concern with comparability, have you considered 663 

the returns authorized for the companies in her sample group? 664 

A. Yes, I have.  In particular, I reviewed the authorized ROEs disclosed in the SEC Form 665 

10-K filings for each of Ms. Freetly’s proxy companies.  There are two important points to be 666 

made in that regard.  First, Ms. Freetly developed a sample group that she believes provides a 667 

reasonable basis on which to develop her recommended ROE for AIC. 54  In doing so, she 668 

applied specific screens which, she argues, are more appropriate than certain of the criteria 669 

used in my screening process.55  Consequently, limiting the review of authorized returns to 670 

her comparison group should address Ms. Freetly’s concerns regarding comparability.  671 

Second, as a practical matter, the fact that Ms. Freetly’s comparison companies disclose 672 

recently authorized returns demonstrates that those companies consider the data to be 673 

                                                 
53  Ameren Exhibit 23.0, at 110, 111. 
54  See ICC Staff Exhibit 8.0, at 2. 
55  See ICC Staff Exhibit 25.0R, at 2, 3.  As noted in my rebuttal testimony and later herein, while I 

disagree with certain of Ms. Freetly’s screening criteria, I have included a proxy group that includes all 
companies used by any of the ROE witnesses in this proceeding.   
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important to investors.  Given that (1) Ms. Freetly has assembled a group of what she 674 

considers to be comparable companies, and (2) those companies disclose authorized returns 675 

by jurisdiction, it is reasonable to assume that the data would be considered by investors in 676 

framing their investment decisions. 677 

Q. What has been the average authorized ROE for the companies in Ms. Freetly’s 678 

sample group? 679 

A. As shown on Ameren Exhibit 41.9, since 2010 the average authorized ROE for Ms. 680 

Freetly’s electric utility sample group has been 10.34 percent; the median return has been 681 

10.33 percent.  While over 60 basis points above Ms. Freetly’s 9.72 percent recommendation 682 

for AIC’s electric operations, the average authorized return is only 2 basis points above the 683 

high end of Ms. Freetly’s range (i.e., 10.32 percent).  For her natural gas companies, the 684 

mean and median average authorized return has been 10.18 percent and 10.28 percent, 685 

respectively.  Those results are well above Ms. Freetly’s 8.63 percent to 9.31 percent range 686 

for AIC’s natural gas operation. 687 

As discussed above, I am not suggesting that the Commission should be bound by 688 

these returns.  It is my view, however, that far from being “useless”, such data is highly 689 

relevant to investors and should be taken into consideration in assessing alternative ROE 690 

recommendations.  That is especially true knowing that utilities such as AIC must compete 691 

for capital.  In that regard, it is difficult to reconcile Ms. Freetly’s ROE recommendations 692 

with the average authorized return for her sample group especially given the continuing 693 

instability in the capital markets. 694 
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V. RESPONSE TO THE IIEC WITNESS, MR. GORMAN 695 

Q. Does Mr. Gorman update his analyses in his rebuttal testimony? 696 

A. No, Mr. Gorman does not update the analyses contained in his corrected direct 697 

testimony, despite the fact that capital market conditions have changed considerably since his 698 

analyses were performed based on data as of May 20, 2011.  Although Mr. Gorman does not 699 

explicitly re-state his recommendations in his rebuttal testimony, I assume that he continues 700 

to support the ROE recommendations contained in his direct testimony of 9.85 percent for 701 

AIC’s electric operations and 9.25 percent for the Company’s natural gas operations.56 702 

A. Effect of Capital Market Conditions on Cost of Equity 703 

Q. Please summarize Mr. Gorman’s position on the effect of capital market costs on 704 

the authorized return on equity.  705 

A.  Mr. Gorman states that “[t]he objective of a return on equity study is to measure the 706 

current cost of capital for a specific utility, here, Ameren Illinois. That current market cost of 707 

capital then is used to set rates”.57  Mr. Gorman notes that “[if] capital market costs have 708 

declined, then the authorized return on equity in this case should be lower than that of the 709 

industry average over the last several years”.58 In addition, Mr. Gorman suggests that “[i]n 710 

this case, capital market costs have declined, particularly since Ameren Illinois’ last rate 711 

case”.59   712 

                                                 
56  See IIEC Exhibit 3.0-C, at 2. 
57  IIEC Exhibit 7.0, at 3. 
58  Ibid., at 3. 
59  Ibid., at 3. 
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Q. Do you agree with Mr. Gorman that a decrease in overall capital market costs 713 

should result in a lower authorized ROE for AIC in this case than in the Company’s 714 

last rate case? 715 

A. No, I do not.  Mr. Gorman observes that yields on A-rated and Baa-rated utility bonds 716 

have declined between the time he filed direct and rebuttal testimony in Docket No. 09-0306 717 

and the filing of his rebuttal testimony in the instant case.60  Mr. Gorman, however, fails to 718 

consider other observable, market-based indicators of the required return on equity.  Similar 719 

to the analysis of risk sentiment indicators discussed earlier in my surrebuttal testimony, 720 

Table 4 (below) compares relevant measures of equity market risk such as credit spreads, 721 

current and expected volatility, and dividend yield spreads at the time of AIC’s last rate 722 

decision on April 29, 2010 to current data up to and including August 19, 2011. 723 

Table 4:  Risk Sentiment Indicators – April 2010 vs. August 2011 724 

 
August 19,

201161
April 29, 

201062 
Credit Spreads (Moody’s Utility Bond Index)   
A-rated bond to 10-year Treasury 2.23% 2.08% 
Baa-rated bond to 10-year Treasury 2.67% 2.46% 
Baa-rated bond to A rated bond 0.44% 0.38% 
Market Volatility   
CBOE VXV and CBOE VIX Futures 24.92%63 19.51%64 
Dividend Yield Spreads   
Electric Proxy Group to 10-year Treasury -1.33% -1.04% 
Natural Gas Proxy Group to 10-year Treasury -0.58% -0.13% 

  725 

                                                 
60  Ibid. 
61  90-trading day average as of August 19, 2010, except as noted otherwise. 
62  90-trading day average as of April 29, 2010.  The Illinois Commerce Commission issued its order in 

Ameren Illinois’ prior rate case on April 29, 2010 (Docket Nos. 09-0306 through 09-0311 Cons.). 
63  30-trading day average pricing of six month forward volatility.  Please note that the VIX is a one-

month measure of volatility, while the VXV is a three-month measure. 
64  90-trading day average of the CBOE VIX Index as of April 29, 2010 
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As Table 4 demonstrates, the current capital market is characterized by higher credit 726 

spreads, increased market volatility, and a more pronounced inversion of the dividend yield 727 

spread in August 2011 than in April 2010.  Consequently, the broad conclusion that the cost 728 

of equity necessarily has declined since AIC’s last rate decision is not supported by market 729 

evidence.  To the contrary, those market-based indicators demonstrate that investor 730 

uncertainty and market volatility are higher than in April 2010, which is consistent with a 731 

higher cost of equity for AIC. 732 

B. Application of Constant Growth DCF 733 

Q. Does Mr. Gorman continue to support the use of a sustainable growth rate 734 

calculation in his Constant Growth DCF analysis? 735 

A. Yes, he does.  Mr. Gorman acknowledges, however, the need for “cautionary use of 736 

the sustainable growth DCF model” and states that he “would not recommend the sustainable 737 

growth DCF model [be] used by itself, but rather that it be used with other DCF model 738 

approaches of estimating future growth, as well as risk premium and capital asset pricing 739 

models in order to have a more robust estimate of future earnings and return requirements on 740 

the market.”65 741 

Q. Do you share Mr. Gorman’s reservations about using the sustainable growth 742 

rate in the Constant Growth DCF analysis? 743 

A. Yes, I do.  As explained in more detail below, however, I continue to believe that Mr. 744 

Gorman’s reliance on that model understates the cost of equity for AIC in this proceeding. 745 

                                                 
65  See IIEC Exhibit 7.0, at 9.  (Clarification added.) 
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Q. Mr. Gorman finds it “surprising” that you object to his use of the sustainable 746 

growth model when your terminal value estimate is based on the “Gordon price 747 

valuation”.66 What is your response to Mr. Gorman on that point? 748 

A. While I agree with Mr. Gorman that the Gordon model reflects the sustainable growth 749 

equation, I disagree that my position regarding the sustainable growth approach is 750 

inconsistent.  As discussed in my direct testimony, the first stage of my Multi-Stage DCF 751 

model calculates dividends as the product of projected earnings and the projected payout 752 

ratio.67  As also discussed in my direct testimony, I reduce the retention ratios over the course 753 

of the first and second stages to reflect the assumption that capital spending will return to 754 

levels consistent with the historical median for each company.  Consequently, the first stage 755 

of my DCF model reflects varying payout (and, therefore) retention ratios.  Since the 756 

sustainable growth model assumes (among other things) a constant payout ratio, it is not 757 

appropriate for the first stage of the Multi-Stage DCF model.   758 

Moreover, while I did not perform a separate Multi-Stage DCF analysis based on 759 

implied Price/Earnings (P/E) ratios, as discussed in my rebuttal testimony, the implied P/E 760 

ratios for the three proxy groups (i.e., Hevert Revised Electric, Combined Electric, and 761 

Hevert Revised Natural Gas) are consistent with the historical averages.68  Consequently, I 762 

do not share Mr. Gorman’s concern. 763 

                                                 
66  IIEC Exhibit 7.0, at 5-6. 
67  See Ameren Exhibit 3.0E, at 29-33. 
68  See Ameren Exhibit 23.0, at 115. 
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Q. Did you analyze the relationship between the dividend payout ratio and earnings 764 

growth in your rebuttal testimony? 765 

A. Yes, I did.  The intent of that analysis was to determine whether the fundamental 766 

premise of the Sustainable Growth model (i.e., that future earnings increase as the retention 767 

ratio increases) actually has been observed for the companies included in Mr. Gorman’s 768 

proxy group.69  As noted in my rebuttal testimony, there are many factors that can, and do 769 

affect management decisions to change the dividend payout (and therefore the retention 770 

ratio).  In light of the weight given to the Sustainable Growth estimate in Mr. Gorman’s 771 

testimony, it is important to determine whether higher earnings retention rates necessarily are 772 

related to higher subsequent earnings growth rates. 773 

To test that proposition, I performed a regression analysis in which the average 774 

earnings growth rates (over years one through five) were modeled as a function of retention 775 

ratios (in year zero).  If the premise of the Sustainable Growth calculation holds for the proxy 776 

companies, there would be a statistically significant, positive relationship between the two 777 

(that is, increases in the retention ratio would be related to increases in subsequent earnings 778 

growth rates).  In order to remove any potential conflict arising from data sources, I based my 779 

analysis on data provided by Value Line, the source of Mr. Gorman’s Sustainable Growth 780 

estimates.  That analysis demonstrated that contrary to the Sustainable Growth assumption, 781 

there has been a statistically significant negative relationship between the retention rate and 782 

subsequent earnings growth rates.70 783 

                                                 
69  The analyses presented in  Ameren Exhibit 23.16 includes was based on the Combined Proxy Group, 

which included all companies used by any of the ROE witnesses in this proceeding. 
70  See Ameren Exhibit 23.0, at 72, 73. 
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I also noted that three articles in the Financial Analysts Journal discussed studies that 784 

analyzed historical data regarding retention ratios and subsequent earnings growth rates, and 785 

contained findings that were consistent with the results of my analyses.71  I concluded, 786 

therefore, that my results were not anomalous, and disagreed with Mr. Gorman’s substantial 787 

reliance on the Sustainable Growth model. 788 

Q. Please briefly summarize Mr. Gorman’s response to your analyses. 789 

A. Mr. Gorman first disagrees with my regression analysis, reasoning that it “simply 790 

supports the notion that historical data may not be as reliable for forecasting future earnings 791 

as forward-looking analysts’ projections,”72 a point to which Mr. Gorman notes he already 792 

has testified.  Mr. Gorman then suggests that because his Sustainable Growth estimate is 793 

based on projected data, my study, which necessarily is based on historical data, “does not 794 

support [my] contention that the sustainable growth rate parameters are not reliable sources 795 

to forecast future earnings growth.”73  Mr. Gorman then disagrees with the conclusions that I 796 

drew from the three Financial Analyst Journal articles, suggesting that the concept 797 

underlying the Sustainable Growth method is more applicable to utilities than to unregulated 798 

companies.74 799 

Q. What is your response to Mr. Gorman on those points? 800 

A. As to Mr. Gorman’s point that my analysis is based on historical data while his 801 

Sustainable Growth estimate is based on projected parameters, the relevant analytical 802 

                                                 
71  Ibid., at 73. 
72  See IIEC Exhibit 7.0, at 6. 
73  Ibid., at 7. [clarification added] 
74  Ibid., at 9. 
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question is whether it is reasonable to assume that increases in the earnings retention ratio 803 

necessarily will result in increased future earnings growth.  As noted above (and in my direct 804 

testimony), there are many reasons why companies may or may not adjust dividend payout 805 

ratios; it may be, for instance, that management is signaling higher expected growth by 806 

increasing dividends.75  It also has been noted that dividends are more “sticky” than earnings 807 

and as such, retention ratios may not be adjusted to reflect increased or decreased investment 808 

opportunities.  In any event, to the extent that historical data do not support the “b times r” 809 

relationship that is fundamental to the Sustainable Growth model, and given that there are 810 

plausible reasons why that relationship may not hold, my analyses and conclusions are 811 

entirely appropriate. 812 

I also note that while Mr. Gorman may disagree with the conclusions that I draw from 813 

the Financial Analyst Journal articles noted above, he does not criticize the methodological 814 

approaches used by the authors of those articles.  In each case, the authors used regression 815 

analysis to examine the historical relationship between payout ratios (and in some cases, 816 

other variables) and subsequent earnings growth.  Consequently, Mr. Gorman’s assertion that 817 

my analysis somehow is invalid because it relies on historical data is misplaced and 818 

inconsistent with analytical practice. 819 

As to Mr. Gorman’s notion that my analysis simply supports his position that 820 

historical data is not as reliable as analysts’ growth projections, he appears to have conflated 821 

two issues.  If Mr. Gorman’s position is that historical earnings growth is not a valid measure 822 

of future earnings growth for the purpose of the DCF model, I agree.  In fact, in my rebuttal 823 

                                                 
75  Owain ap Gwilym, James Seaton, Karina Suddason, Stephen Thomas, International Evidence on the 

Payout Ratio, Earnings, Dividends and Returns, Financial Analysts Journal, Vol. 62, No. 1, 2006, at 
37. 
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testimony I presented an analysis that demonstrated the superior explanatory value of 824 

analysts’ consensus earnings growth estimates relative to measures of historical earnings 825 

growth.76  As explained in my rebuttal testimony, that analysis was based on earlier studies 826 

performed by Professors Carleton and Vander Weide.  All of those analyses concluded that 827 

analysts’ earnings growth projections are superior to measures of historical growth in terms 828 

of their ability to explain stock price valuation levels.  That is a different issue, however, than 829 

whether it is reasonable to use historical data to test the hypothesis that changes in retention 830 

ratios explain changes in subsequent earnings growth. 831 

The fact that Mr. Gorman and I agree that historical earnings growth should not be 832 

used in lieu of analysts’ projections does not mean that my analysis of the relationship 833 

between retention ratios and subsequent earnings growth is not meaningful simply because it 834 

is based on historical data.  In fact, the Carleton and Vander Weide studies also used 835 

historical data to arrive at the conclusion, with which Mr. Gorman agrees, that analysts’ 836 

consensus earnings growth projections are superior to measures of historical growth for the 837 

purpose of applying the DCF model.  Consequently, I strongly disagree with Mr. Gorman’s 838 

observation in that regard. 839 

Q. What is your response to Mr. Gorman’s observation that the Financial Analyst 840 

Journal articles cited in your rebuttal testimony fail to support your positions or 841 

conclusions. 842 

A. In general, Mr. Gorman asserts that the articles do not support my conclusion that 843 

increases in retention ratios are not necessarily related to increases in subsequent earnings 844 

                                                 
76  See Ameren Exhibit 23.0, at 97, 98. 
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growth.  In particular, Mr. Gorman cites certain passages from those articles, and suggests 845 

that the findings either refute, or fail to support my position.77  As discussed below, however, 846 

Mr. Gorman’s concerns and conclusions are misplaced. 847 

Regarding the article entitled International Evidence on the Payout Ratio, Earnings, 848 

Dividends and Returns, Mr. Gorman highlights several passages that note the different 849 

institutional, tax and legal environments associated with various international entities, that 850 

the “substantial reinvestment of retained earnings does not lead to faster earnings growth”, 851 

and that that the payout ratio is significantly related to subsequent five and ten-year returns 852 

for U.S. companies.  Mr. Gorman further suggests that “[t]he authors found that for U.S. 853 

companies, earnings retention rates (or dividend payout ratios) correlate with future earnings 854 

growth.”78 855 

As a preliminary matter, the article focused on payout ratios, not retention ratios.  As 856 

Mr. Gorman is well aware, retention ratios are the inverse of payout ratios; as the amount 857 

paid out in dividends increases, the amount retained to earnings decreases.  To be clear, the 858 

authors found that in the United States, there has been a statistically significant, positive 859 

relationship between the payout ratio and subsequent earnings growth rates.79  Those results, 860 

of course, indicate that for U.S. companies, decreases in the retention ratio are related to 861 

increases in subsequent earnings growth rates.  Contrary to Mr. Gorman’s conclusions, 862 

therefore, the article supports my findings and conclusions. 863 

                                                 
77  See IIEC Exhibit 7.0, at 7. 
78  Ibid., at 8. 
79  Owain ap Gwilym, James Seaton, Karina Suddason, Stephen Thomas, International Evidence on the 

Payout Ratio, Earnings, Dividends and Returns, Financial Analysts Journal, Vol. 62, No. 1, 2006, at 
40, 42, 43. 
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As to the second article considered by Mr. Gorman, he suggests that the study 864 

“qualifies” its findings to companies with limited growth opportunities.  The authors 865 

concluded, however, that they: 866 

…found a strong, positive association between current dividend 867 
payout ratio and future earnings growth. These results are robust to 868 
(1) alternative measures of earnings, (2) additional controls for 869 
mean reversion in earnings, (3) various subperiods, (4) 870 
consideration of industry effects, and (5) influence of share 871 
repurchases.  We also found that, consistent with free cash flow 872 
theory, the positive relationship between dividend payout ratio and 873 
future earnings growth is more prominent for companies with 874 
limited growth opportunities or a tendency toward 875 
overinvestment.80 876 

That is, the authors found that the relationship between increased payout ratios and 877 

increased earnings is robust with respect to several factors.  Regarding Mr. Gorman’s point, 878 

the authors found that the effect is “more prominent” for companies with limited growth 879 

opportunities; they did not conclude that the findings do not apply to other companies.  880 

Consequently, I disagree with Mr. Gorman’s notion that the article fails to support my 881 

conclusions. 882 

Finally, regarding the article Surprise! Higher Dividends = Higher Earnings Growth, 883 

Mr. Gorman agrees that the authors found that companies “with low payout ratios did not 884 

necessarily equate to strong future growth,”81 but suggests that the authors qualified their 885 

findings by “observing that low payout ratio companies simply may not have done a very 886 

good job of reinvesting their dividends” and that “low earnings payout companies may retain 887 

earnings for empire building, funding less than ideal projects and reinvestments that may 888 

                                                 
80  Ping Zhou, William Ruland, Dividend Payout and Future Earnings Growth, Financial Analysts 

Journal, Vol. 62, No. 3, 2006, at 67. 
81  IIEC Exhibit 7.0, at 8. 
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have led to poor subsequent growth.”82  Mr. Gorman fails to note, however, that the authors 889 

offered several possible explanations for their findings, including the reluctance to cut 890 

dividends, and managerial confidence in future growth opportunities.  In any event, the 891 

authors plainly indicated that the list of possible explanations that they provided for their 892 

findings (including Mr. Gorman’s reference to “empire building”) was “clearly 893 

incomplete”,83 and that explanations such as the funding of “less-than-ideal projects” were 894 

“conjectures” that require further research.84 895 

While the authors noted several possible explanations for the relationship between 896 

high retention ratios and low earnings growth, they were clear that the “assertion” that high 897 

retention ratios signal high future growth is “emphatically inconsistent with historical 898 

evidence.”85  As such, I disagree with Mr. Gorman’s suggestion that the findings were 899 

“qualified” with respect to that one factor and that the conclusions somehow are inconsistent 900 

with my position. 901 

Q.  What are your conclusions regarding this issue? 902 

A. Simply that the analyses included in my rebuttal testimony are valid, that the 903 

conclusions derived from those analyses are consistent with prior research in this area and, as 904 

the Commission previously has determined, the Sustainable Growth model is not an 905 

appropriate measure of long-term growth for this application of the DCF model. 906 

                                                 
82  Ibid. 
83  Surprise: Higher Dividends = Higher Earnings Growth, Financial Analyst Journal, Vol. 59, No. 1, 

January/February 2003, at 74. 
84  Ibid., at 84. 
85  Ibid. 
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C. Application of the Multi-Stage DCF Model 907 

Q. What is your response to Mr. Gorman’s assertion that the consensus market 908 

outlook is for the GDP growth rate to be substantially lower than the 6.00 percent 909 

growth rate used in your updated Multi-Stage DCF model?86 910 

A. First, as explained in my rebuttal testimony, my estimate of long-term nominal GDP 911 

growth was 5.66 percent (updated in my surrebuttal testimony to 5.64 percent).  I also present 912 

Multi-Stage DCF model results using the 6.00 percent GDP growth rate relied upon by the 913 

Commission in Docket No. 10-0467 as another reference point.  Second, Mr. Gorman’s GDP 914 

growth rate of 4.90 percent is based on five and ten year GDP growth estimates reported by 915 

Blue Chip Economic Indicators.  As explained in my rebuttal testimony, it is not appropriate 916 

to rely on solely GDP growth projections from Blue Chip since the forecast covers periods 917 

from five to ten years, when the terminal growth rate in the Multi-Stage DCF model is 918 

applied beginning in year eleven.87 919 

Q. Did the Commission rely on historical real growth rates to derive the 6.00 920 

percent GDP growth rate estimate on which it relied in Docket No. 10-0467? 921 

A. Yes, it did.  The Commission’s Order in Docket No. 10-0467 states: 922 

The Commission finds problems with how Mr. McNally’s [the 923 
Staff witness] GDP growth rate forecast is calculated because it is 924 
based on assumptions that are inconsistent with actual historical 925 
growth for the U.S. economy.  For example, Mr. McNally’s 2.4% 926 
inflation rate compares to historical GDP inflation rates that have 927 
averaged 3.5% and his real GDP growth rate of 2.5% is much 928 
lower than the actual historical growth rate of 3.4%.  It is 929 
reasonable to believe that future real growth and inflation will both 930 

                                                 
86  IIEC Exhibit 7.0, at 10. 
87  See Ameren Exhibit 23.0, at 76. 
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be 3% and therefore a 6% growth rate is a more reasonable proxy 931 
for investor’s long-term expectations.88 932 

Q. Is Mr. Gorman’s position consistent with the Commission’s reliance on 933 

historical GDP growth in Docket No. 10-0467? 934 

A. No, it is not.  Rather, Mr. Gorman states that “a historically derived GDP growth rate 935 

is inconsistent with independent economists’ forward-looking estimated outlooks for future 936 

GDP growth,” and “that historically derived GDP growth rates do not reflect the current 937 

more competitive world economy in which the U.S. now operates.”89 938 

Q. Mr. Gorman cites two previous orders in which he asserts the Commission 939 

“rejected a long-term sustainable growth rate derived from historical GDP growth data 940 

(like Mr. Hevert’s).”90  Do you agree with Mr. Gorman’s assessment of those orders? 941 

A. No, I do not.  Based on my review of the Commission’s Order in Docket No. 05-942 

0597, the Commission did not explicitly reject the use of historical GDP growth data; rather, 943 

it rejected the use of GDP growth rates (whether historical or forecasted) to estimate long-944 

term growth in the Constant Growth DCF or Two-Stage DCF model, stating “that the use of 945 

GDP growth rates to estimate long-term growth leads to an improper and overstated estimate 946 

of the cost of capital.”91  That is a critical distinction.  None of the ROE witnesses in Docket 947 

No. 05-0597 proposed the use of a three stage DCF model like the one that I have proposed 948 

in this proceeding.  The Commission’s Order in Docket No. 05-0597 was based on a 949 

determination that it was not appropriate to use GDP growth rates in the Constant Growth 950 

                                                 
88  Illinois Commerce Commission, Docket No. 10-0467, Order May 24, 2011, at 153.  [Clarification and 

emphasis added] 
89  IIEC Exhibit 7.0, at 12. 
90  Ibid., at 10. 
91  Illinois Commerce Commission, Docket No. 05-0597, Order, July 26, 2006, at 154. 
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DCF model or the Two-Stage DCF model, as Commonwealth Edison proposed, which is not 951 

the same as a determination that it was not appropriate to rely on historical GDP real growth 952 

data to estimate long-term growth. 953 

Similarly, in Docket No. 07-0566, the Commission did not explicitly reject the use of 954 

historical GDP growth as the long-term growth rate in the Multi-Stage DCF model; rather, it 955 

rejected Commonwealth Edison’s proposed ROE of 10.75 percent, which was based on four 956 

DCF models, two CAPM analyses, and four Risk Premium analyses.92  Three of the four 957 

quotes provided by Mr. Gorman in his rebuttal testimony are a summary of Staff’s position 958 

and do not pertain to the Commission’s Analysis and Conclusion.  The growth rate that was 959 

explicitly rejected by the Commission in the Order in Docket No. 07-0566 was the average 960 

analyst growth rate, not the utility’s proposed GDP growth rate of 6.60 percent. 961 

Q. Do you agree with Mr. Gorman that your GDP projection is based on historical 962 

real GDP growth, and does not consider forward-looking outlooks?93 963 

A. No, I do not.  As explained in my direct testimony, my estimate of real GDP growth 964 

is based on historical data, while my estimate of inflation is based on forward-looking 965 

projections.  Specifically, my GDP growth rate estimate is based on the compound annual 966 

growth rate in the chain-weighted GDP for the period from 1929 through 2010, and on the 967 

average of the long-term projected growth rate in the Consumer Price Index (CPI), as 968 

                                                 
92  Docket No. 07-0566, ComEd Exhibit 10.0, at 37. 
93  Ibid., at 13. 
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reported by Blue Chip Financial Forecast and the compound annual CPI growth rate 969 

projected by the Energy Information Administration in its 2011 Annual Energy Outlook.94 970 

Q. Does Mr. Gorman rely on long-term historical data to estimate future market 971 

performance elsewhere in his testimony? 972 

A. Yes.  As discussed in my rebuttal testimony, Mr. Gorman’s CAPM analysis assumes, 973 

in part, a historical estimate of the Market Risk Premium (MRP) based on the difference 974 

between stock and bond returns over the period 1929 through 2010.95  That is, the time 975 

period and the approach relied upon by Mr. Gorman for his CAPM analyses corresponds 976 

with the same time period and approach that I used in calculating the average long-term real 977 

GDP growth rate for my Multi-Stage DCF analyses.  It is unclear why Mr. Gorman assumes 978 

a reversion to the long-term historical average MRP when calculating his CAPM results, but 979 

ignores long-term historical average real GDP growth in the calculation of his Multi-Stage 980 

DCF model results, when those historical averages are calculated over the same time 981 

period.96 982 

D. Application of the Capital Asset Pricing Model 983 

Q. Mr. Gorman asserts that the Beta coefficients and the market risk premium 984 

estimates included in your CAPM analyses are “highly unusual and flawed 985 

adjustments”, and are “not consistent with a standard CAPM study and accepted 986 

                                                 
94  See Ameren Exhibit 3.0E, at 32-33, and Ameren Exhibit 3.0G, at 33-34. 
95  See Ameren Exhibit 23.0, at 82-83. 
96  It is interesting to note that my estimate of nominal GDP growth is significantly less than the historical 

6.30 percent average nominal GDP growth over the period 1929 – 2010.   
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practices in regulatory proceedings.”97  What is your response to Mr. Gorman on that 987 

point? 988 

A. As a preliminary matter, I disagree with Mr. Gorman’s characterization of my 989 

calculation of Beta coefficients and MRP estimates as “adjustments” to the CAPM.  With 990 

respect to the calculation of Beta coefficients, it is common for the analyst to select different 991 

analytical periods, holding periods, and indices to calculate Beta coefficients depending on 992 

their assessment of current market conditions.  Bloomberg, for example, enables analysts to 993 

specify the analytical period (e.g., six, twelve, twenty-four, sixty months), the holding period 994 

(e.g., daily, weekly, monthly), and the index (e.g., S&P 500, Dow Jones Industrial) used to 995 

calculate Beta coefficients.  It is clear, therefore, that Bloomberg recognizes that analysts and 996 

investors consider the nature of the current market environment, determine when the default 997 

calculation is less relevant than alternative specifications, and develop Beta coefficients in a 998 

more meaningful manner.  The calculation of Beta coefficients based on more current data 999 

therefore is consistent with the actual practice of analysts and investors. 1000 

Q. Has Staff of the Illinois Commerce Commission relied on market-based DCF 1001 

method to estimate the MRP for the CAPM analysis? 1002 

A. Yes, the Staff of the Illinois Commerce Commission consistently presents a market-1003 

based DCF calculation, as Ms. Freetly has in this proceeding.  While Ms. Freetly and I 1004 

disagree on certain aspects of how the market-based DCF study should be conducted, our 1005 

                                                 
97  IIEC Exhibit 7.0, at 4. 
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general method is similar and our ultimate estimate of the market-based DCF returns differs 1006 

in this proceeding by only 10 basis points.98 1007 

The Commission adopted the market-based DCF method to calculate the equity risk 1008 

premium used in the CAPM analysis in Docket No. 09-0166/09-0167, when it stated. 1009 

We note that for the expected rate of return on the market 1010 
parameter, Mr. McNally conducted a DCF analysis on the firms 1011 
comprising the S&P 500 index and through this analysis he was 1012 
provided estimated expected rate of return. For the market 1013 
premium parameter in his analysis, Mr. Moul averaged forecast 1014 
data from Value Line, and the S&P 500 composite and historical 1015 
data from Ibbotson Associates, all of which he noted, are used by 1016 
investors and analysts accordingly. While not identical, there is a 1017 
similarity and a heightened sense of reasonableness in the way that 1018 
both Mr. Moul and Mr. McNally prepared the respective estimates 1019 
of their inputs. And, we believe the end results will 1020 
correspondingly be more telling and reliable for it.99 1021 

Q. Mr. Gorman also suggests that the data presented on page 83 of your rebuttal 1022 

testimony is “incomplete and does not support” your position.100 What is your response 1023 

to Mr. Gorman in that regard? 1024 

A. As a preliminary matter, that data demonstrates the risks associated with using 1025 

historical market risk premium data without giving proper consideration to other market 1026 

metrics, in particular, market volatility.  In that regard, Mr. Gorman does not dispute the fact 1027 

that from 2007 through 2010, the historical average market risk premium decreased even as 1028 

volatility increased.  Rather, Mr. Gorman suggests that (1) Beta coefficients calculated over 1029 

that time period would reflect that increased volatility, and (2) the data does not address the  1030 

                                                 
98  Based on Ms. Freetly’s 12.67 percent estimated market return contained in her direct testimony and the 

12.77 percent estimated market return in my rebuttal testimony. 
99  Illinois Commerce Commission, Docket No. 09-0166/09-0167 (Cons.), Order, January 21, 2010, at 

127. 
100  See IIEC Exhibit 7.0, at 14.  
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relative variability of the market risk premium and the risk-free rate.  As to the latter point, 1031 

Mr. Gorman suggests that it would be inappropriate to assume that volatility in the risk free 1032 

rate has not changed, but market volatility has.101 1033 

There are several points to be made in response to Mr. Gorman’s observations. First, 1034 

the intent of both my Sharpe Ratio approach and my calculation of Beta coefficients is to 1035 

reflect current market data in each.  The fact that Beta coefficients calculated over five-year 1036 

periods correspond to the horizon of the data presented in my rebuttal testimony simply 1037 

means that both would be heavily influenced by events that took place up to five years ago. 1038 

As to the relative variability of the market risk premium and interest rates, as noted in 1039 

my rebuttal testimony, I agree that as interest rates decrease, the market risk premium 1040 

increases.  In addition, as discussed earlier in my surrebuttal testimony, increases in volatility 1041 

have been related to decreases in interest rates (including the risk-free rate).  All of those 1042 

points, however, simply demonstrate the importance of reflecting current, forward looking 1043 

data in the application of the CAPM.  Table 15 in my rebuttal testimony clearly makes that 1044 

point; it is inappropriate to rely solely on the historical average market risk premium without 1045 

considering the effect of current market data on the other model parameters.   1046 

                                                 
101  Ibid. 
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E. Relevance of the Bond Yield Plus Risk Premium Approach 1047 

Q. Mr. Gorman observes that “the movement of equity risk premiums in 1048 

relationship to the nominal interest rates is far more complex than that suggested by 1049 

Mr. Hevert.”102  What is your response to Mr. Gorman on that point? 1050 

A. While I agree that other factors, such as market volatility may affect the market risk 1051 

premium, those factors have not detracted from prior findings that changes in the equity risk 1052 

premium are inversely related to changes in interest rates.  Consequently, suggestions that 1053 

decreases in interest rates relate to corresponding decreases in the cost of equity are not 1054 

supported by observable data.  Moreover, in my discussion of capital market conditions, I 1055 

observe that the cost of equity is affected by the risk sentiment of investors, as measured by 1056 

credit spreads, current and expected market volatility, return correlations between utility 1057 

stocks and the S&P 500, and the inversion of dividend yields for the proxy group compared 1058 

to yields on ten-year Treasury securities.  By contrast, rather than considering any observable 1059 

indicators of investor risk sentiment, Mr. Gorman concludes that capital market costs for 1060 

utilities have fallen solely based on his observation that yields on Baa and A-rated utility 1061 

bonds are lower in August 2011 than at the time he filed his direct and rebuttal testimony in 1062 

the last AIC rate case proceeding.103 1063 

In any event, the fact that current and expected volatility remain above long-term 1064 

averages suggests that at the margin, reflecting those elevated levels would suggest a higher 1065 

cost of equity.  Since I have used the risk premium approach as a corroborating methodology, 1066 

                                                 
102  Ibid., at 16. 
103  Ibid., at 3. 
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my conclusion that Mr. Gorman’s ROE recommendations are unreasonably low would not 1067 

change. 1068 

F. Flotation Costs 1069 

Q. Have you proposed a flotation cost adjustment for AIC in this proceeding? 1070 

A. No, I have not.  As explained in my direct testimony, I have considered flotation costs 1071 

when determining where within the range of results the ROE reasonably falls.104 1072 

Q. Do you agree with Mr. Gorman that AIC has failed to provide evidence to 1073 

support the recovery of flotation costs in this proceeding? 1074 

A. No, I do not.  Contrary to Mr. Gorman’s assertion that AIC has not identified its 1075 

actual flotation costs, Ameren Exhibits 3.7E, 3.7G, and 23.9 show that Ameren Corporation 1076 

incurred $17,001,375 in flotation costs in connection with its equity issuance on September 1077 

15, 2009.  In my rebuttal testimony, I explained that those costs were reasonable in 1078 

comparison to the proxy group companies in terms of the percentage spent on flotation costs 1079 

compared to the size of the equity issuance.  This evidence supports AIC’s request to recover 1080 

flotation costs in this proceeding. 1081 

                                                 
104  See Ameren Exhibit 3.0E, at 55, and Ameren Exhibit 3.0G, at 60. 
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G. Financial Integrity Analysis 1082 

Q. Mr. Gorman defends his financial integrity analysis by stating that you believe 1083 

that “the market does not distinguish among securities or review actual financial ratios, 1084 

as long as the firms are in the same ratings category.”105  What is your response to Mr. 1085 

Gorman on that point? 1086 

A. While I agree with much of Mr. Gorman’s rebuttal testimony regarding how rating 1087 

agencies derive credit ratings based on their review of financial ratios within and across 1088 

ratings categories, the shortcoming of Mr. Gorman’s financial integrity analysis is that it 1089 

leads him to conclude that many different authorized ROEs would support AIC’s financial 1090 

integrity and current credit rating.  However, from the perspective of equity investors, there 1091 

is a significant difference between an authorized ROE of 5.00 percent and 12.00 percent, 1092 

even though AIC’s financial ratios would fall within the same ratings categories under both 1093 

authorized returns.106 1094 

                                                 
105  IIEC Exhibit 7.0, at 18. 
106  Please note that this is based on a correction to IIEC Exhibit 3.13-C pages 2 and 6 of 8.  The overall 

rate of return presented on these pages does not include the 0.09 percent bank facility fees shown on 
line 5.  For AIC’s natural gas operations, with the inclusion of the bank facility fees in the calculation 
of the overall rate of return and assuming Mr. Gorman’s recommended cost of equity of 9.25 percent, 
the debt to EBITDA ratio becomes 3.0 instead of 3.1.  This result, 3.0, is the high-end of S&P’s 
“Intermediate” financial risk range of 2.0 to 3.0.  There is no substantive effect when including the 
bank facility fees for AIC’s electric operations.  With that being said, ROEs ranging from 5.00 percent 
to 12.00 percent support the same financial risk profiles produced by Mr. Gorman’s cost of equity 
recommendations for AIC’s electric and natural gas operations. 
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H. Effect of Equity Ratio on Cost of Equity 1095 

Q. Do you agree with Mr. Gorman that the Commission should consider granting a 1096 

lower authorized ROE to AIC because it is proposing a higher common equity ratio 1097 

than in its last rate case? 1098 

A. No, I do not.  The relevant analytical question is not whether AIC’s common equity 1099 

ratio is higher now than in the previous rate case, but whether the common equity ratio is 1100 

consistent with the proxy group companies.  As demonstrated in Ameren Exhibit 23.19, 1101 

AIC’s proposed common equity ratio of 52.95 percent is very similar to the 52.11 percent 1102 

average common equity ratio for the Hevert Revised Electric proxy group.  Moreover, as Mr. 1103 

Gorman has noted in IIEC Exhibit 3.13, the range of equity ratios for a given rating are 1104 

considerably wider than the 84 basis point difference between the Company’s requested 1105 

52.95 percent equity ratio and the 52.11 percent proxy group average ratio.  Therefore, I 1106 

continue to support the position that an adjustment to the authorized ROE would not be 1107 

required if the Commission were to grant AIC a higher common equity ratio than in the last 1108 

rate case. 1109 

Q. Mr. Gorman implies that there is a relationship between the authorized ROE 1110 

and the authorized equity ratio.  Have you performed any analysis to examine whether 1111 

there is, in fact, a meaningful statistical relationship between those two variables? 1112 

A. Yes, have.  I analyzed the relationship between authorized ROE and the authorized 1113 

equity ratio for all electric and natural gas rate decisions reported by RRA between January 1114 

1, 2010 and August 19, 2011. As shown in Charts 5 and 6, there is no clear relationship 1115 
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between authorized equity ratios and authorized ROEs, especially toward the balanced (i.e., 1116 

50/50) portion of the range.   1117 

Chart 5:  Authorized Equity Ratios and Authorized ROEs for Electric Utilities 1118 

(January 2010 – August 19, 2011)107 1119 
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107  Source:  Regulatory Research Associates. 
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Chart 6:  Authorized Equity Ratios and Authorized ROEs for Natural Gas Utilities 1121 

(January 2010 – August 19, 2011)108 1122 
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 1123 

Q.  Please summarize your conclusions regarding the effect of the Company’s 1124 

equity ratio on the cost of equity.  1125 

A. As discussed above, (1) the Company’s recommended equity ratio is not materially 1126 

different than the proxy group average, and (2) there is not a negative relationship between 1127 

authorized equity ratios and authorized equity returns (especially within the bounds of a 1128 

reasonably balanced capital structure).  Therefore, I disagree that the Company’s 1129 

recommended capital structure would require a reduction in its authorized ROE. 1130 

                                                 
108  Ibid. 
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VI. RESPONSE TO AG/CUB WITNESS, MR. THOMAS 1131 

Q. Please briefly summarize Mr. Thomas’ rebuttal testimony. 1132 

A.  As a preliminary matter, Mr. Thomas did not update the analyses contained in his 1133 

direct testimony.  Rather, Mr. Thomas continues to rely on the models included in my direct 1134 

testimony, and on the various adjustments he made to those models.  While Mr. Thomas 1135 

points out areas of continued disagreement, his principal observations appears to be that his 1136 

ROE recommendations, and certain of the assumptions that support those recommendations, 1137 

are highly consistent with those of Ms. Freetly and Mr. Gorman.  As such, Mr. Thomas 1138 

reasons that my recommendation is an “outlier”109 that “can be safely disregarded by the 1139 

Commission.”110  1140 

As a practical matter, there are few issues raised in Mr. Thomas’ rebuttal testimony 1141 

that have not been addressed in my responses to Ms. Freetly and Mr. Gorman.  1142 

Consequently, my response to Mr. Thomas is comparatively brief.  Nonetheless, there remain 1143 

the following principal areas of disagreement, which are discussed in turn, below: 1144 

 The appropriate long-term growth rate and dividend payout ratios to be used 1145 
in  the Multi-Stage DCF model; 1146 

 The appropriate Market Risk Premium and Beta coefficients to be used in the 1147 
CAPM analysis; and 1148 

 The relevance of the Bond Yield Plus Risk Premium analysis. 1149 

                                                 
109  AG/CUB Ex. 6.0, at 2 
110  Ibid., at 3. 
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A. Application of the Multi-Stage DCF Model 1150 

Q. As a preliminary matter, what is your response to Mr. Thomas’ assertion that 1151 

you have “misrepresented” his application of the Multi-Stage DCF Model?111 1152 

A. Mr. Thomas asserts that in my rebuttal testimony, I suggested that he did not consider 1153 

that the DCF model calculates the cost of equity as a function of cash flows.  Mr. Thomas 1154 

further points out that in fact, he did not develop his own model, he simply modified my 1155 

assumptions.  While I recognize that Mr. Thomas chose to rely on my DCF model, I disagree 1156 

that I “misrepresented” his testimony. 1157 

The section of my rebuttal testimony that appears to concern Mr. Thomas addresses 1158 

his assertion that analysts’ earnings growth projections are “severely upwardly biased.”112  1159 

As noted in my rebuttal testimony, Mr. Thomas reasons that DCF calculations based on 1160 

analysts’ earnings forecast necessarily represent the “upper boundary” of ROE results.  My 1161 

rebuttal testimony simply pointed out that because my model combines earnings growth rates 1162 

with payout ratios, my average dividend growth rate in the first stage was 4.77 percent, 1163 

which is lower than Mr. Thomas’ assumed long-term growth rate.113 1164 

It is important to note that the fundamental structure of my Multi-Stage DCF model is 1165 

discussed in my direct testimony.114  That description makes clear that the model calculates 1166 

the ROE on the basis of cash flows which, in the first stage, are represented by dividends.  1167 

That point has not been in question, nor have I questioned the fact that Mr. Thomas adopted 1168 

my model.  What has been in question, however, is Mr. Thomas’ assertion that models 1169 

                                                 
111  Ibid., at 9. 
112  Ameren Exhibit 23.0, at 92-99. 
113  Ibid., at 99-100. 
114  See Ameren Exhibit 3.0E, at 29-33, and 3.0G, at 29-34. 
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predicated on analysts’ earnings growth projections are biased, notwithstanding that my first 1170 

stage growth rate is lower than the rate that Mr. Thomas considers to be sustainable.  That is 1171 

the point of the paragraph cited by Mr. Thomas. 1172 

As to the specific issue of analyst bias, I note Mr. Thomas did not respond to the 1173 

evidence presented in my rebuttal testimony supporting the use of analysts’ earnings growth 1174 

estimates.  That evidence included: (1) academic research concluding analysts’ earnings 1175 

growth forecasts are highly related to stock price valuations, and (2) objective market data 1176 

indicating analysts’ earnings growth estimates are a better predictor of stock price valuations 1177 

than historical growth rates.115  Putting aside Mr. Thomas’ concern that I misinterpreted his 1178 

testimony and analysis, I continue to conclude analysts’ earnings growth estimates are the 1179 

appropriate earnings growth rate for the first stage of the Multi-Stage DCF Model when 1180 

determining investors’ required return on equity. 1181 

Q. What are the remaining disagreements between you and Mr. Thomas 1182 

concerning the inputs to the Multi-Stage DCF analysis? 1183 

A. Aside from the use of analysts’ earnings growth projections in the first stage of the 1184 

model, Mr. Thomas and I continue to disagree regarding the growth rate and dividend payout 1185 

assumptions beyond the first stage. 1186 

Q. Please summarize Mr. Thomas’ response to your rebuttal testimony regarding 1187 

the long-term growth rate component of the Multi-Stage DCF analysis. 1188 

A. Mr. Thomas suggests that the Commission should use current information in 1189 

assessing the reasonableness of long-term growth estimates, and notes that the Opposing 1190 
                                                 
115  See Ameren Exhibit 23.0, at 95-99. 
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ROE Witnesses assume growth rates that are within ten basis points of each other.  Mr. 1191 

Thomas further reasons that because the “facts and circumstances of each case vary based on 1192 

the utility involved and the issues in the case”116 there is no reason for the Commission to 1193 

reject his analysis. 1194 

Q. What is your response to Mr. Thomas on those points? 1195 

A. Given that the issues surrounding the long-term growth rate have been addressed in 1196 

my response to Ms. Freetly and Mr. Gorman, there is no need to repeat them here.  As noted 1197 

earlier in my surrebuttal testimony, the fact that Mr. Thomas, Mr. Gorman and Ms. Freetly 1198 

have arrived at similar ROE estimates based on similar long-term growth estimates is an 1199 

interesting observation but not a very meaningful analytical issue. 1200 

As to Mr. Thomas’ observation that the Commission’s recent determination regarding 1201 

the long-term growth rate is no reason to reject his analysis, there remain important issues 1202 

that he did not address.  First, given that all of the ROE witnesses in this proceeding agree 1203 

that a measure of expected growth in the general economy (i.e., GDP growth) is the 1204 

appropriate long-term growth rate to be applied in the final stage of the analysis (i.e., 2021), 1205 

it is unclear what company-specific factors would affect that estimate.  In addition (and as 1206 

discussed in my response to Ms. Freetly), Mr. Thomas fails to explain why the expected rate 1207 

of GDP growth beginning ten years from now would have fallen by approximately 117 basis 1208 

points since the Commission’s decision in Docket No. 10-0467. 1209 

                                                 
116  AG/CUB Ex. 6.0, at 9. 
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Q. What are Mr. Thomas’ concerns with respect to the dividend payout ratios used 1210 

in your Multi-Stage DCF analyses? 1211 

A. Mr. Thomas continues to argue that dividend payout ratios should not exceed current 1212 

levels.  As shown in Charts 7 and 8 (below), however, current dividend payout ratios for both 1213 

electric and natural gas utility companies are at the low end of observed historical medians.  1214 

As noted in my direct testimony, it is reasonable to assume the currently low payout ratios 1215 

are related to the elevated level of capital expenditures the industry is facing in the near term 1216 

and therefore can be expected to increase over time.117  Mr. Thomas, on the other hand, 1217 

provides no empirical support or rationale for his inherent assumption that there has been a 1218 

permanent structural shift in electric or natural gas utility company payout ratios over time.  1219 

Consequently, it remains reasonable to assume that, over the long-term, dividend payout 1220 

ratios for utility companies will converge at their long-term historical medians (i.e. 66.42 1221 

percent for electric utilities and 69.61 percent for natural gas utilities). 1222 

                                                 
117  See Ameren Exhibit 3.0E, at 33, and Ameren Exhibit 3.0G, at 34. 
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Chart 7:  Electric Utility Industry Payout Ratios over Time 1223 
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Chart 8:  Natural Gas Utility Industry Payout Ratios over Time 1225 
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B. Application of the CAPM 1227 

Q. What are the remaining disagreements between you and Mr. Thomas 1228 

concerning the inputs to the CAPM analysis? 1229 

A. Mr. Thomas and I continue to disagree regarding the use of: (1) unadjusted Beta 1230 

coefficients and (2) the appropriate measure of the forward-looking market risk premium. 1231 
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Q. What is your response to Mr. Thomas regarding the use of unadjusted Beta 1232 

coefficients? 1233 

A. The use of adjusted Beta coefficients is a well established practice in academic 1234 

research and in practice and which has been accepted by the Commission.118  Based on a 1235 

review of applicable literature, Dr. Morin concluded that adjusted Beta coefficients are a 1236 

better measure relative risk than unadjusted Beta coefficients noting that: 1237 

A comprehensive study of beta measurement methodology by 1238 
Kryzanowski and Jalilvand (1983) concludes that raw unadjusted 1239 
beta (OLS beta) is one of the poorest beta predictors, and is 1240 
outperformed by the Merrill Lynch-style Bayesian beta approach.  1241 
Gombola and Kahl (1990) examine the time-series properties of 1242 
utility betas and find strong support for the application of 1243 
adjustment procedures such as the Value Line and Merrill Lynch 1244 
procedures.119 1245 

By including three unadjusted Beta coefficients in his estimate of an average Beta 1246 

coefficient, Mr. Thomas reduced the estimate of the electric and the natural gas Beta 1247 

coefficients by approximately 0.105 and 0.226, respectively.120  Assuming the 6.70 percent to 1248 

9.36 percent estimates of the market risk premium included in his rebuttal testimony, Mr. 1249 

Thomas’ use of unadjusted Beta coefficients reduces the CAPM estimates by 70 to 98 basis 1250 

points in the case of the electric gas estimates, and 151 to 212 basis points in the case of the 1251 

Company’s natural gas operations.   1252 

                                                 
118  For example, see Illinois Commerce Commission, Docket Nos. 09-0306 – 09-0311 (Cons.), Order, 

April 29, 2010, at 213.  Also see Illinois Commerce Commission, Docket Nos. 07-0241 - 07-0242 
(Cons.), Order, February 5, 2008, at 93. 

119  Morin, Roger A., PhD., New Regulatory Finance, Public Utility Reports, Inc., 2006, at 73. 
120  See Ameren Exhibit 23.0, at 105. 
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Q. What is your response to Mr. Thomas with regard to determining the Market 1253 

Risk Premium? 1254 

A. As discussed in my rebuttal testimony, Mr. Thomas’ use of the Morningstar historical 1255 

MRP ignores the effect of current market conditions such as elevated market volatility. In 1256 

contrast, the two methods I have used to calculate the MRP are derived from current market 1257 

data.  One method compares the estimated return for the S&P 500 Index to the 30-year 1258 

Treasury yield, while the other method utilizes the Sharpe Ratio to adjust the historical MRP 1259 

based on expectations for market volatility.  Mr. Thomas suggests that both methods 1260 

overstate the actual MRP required by equity investors under current market conditions.  1261 

However, as noted in my rebuttal testimony, the academic studies cited by Mr. Thomas are 1262 

only a small subset of the academic work undertaken on the MRP and for the most part do 1263 

not consider the particular market environment currently facing investors and the Company. 1264 

Moreover, while Mr. Thomas suggests that his range of Market Risk Premium 1265 

estimates reflects “lack of consensus”121 on that issue, he fails to demonstrate how or why his 1266 

range reasonably reflects current capital market conditions.  In my view, reflecting a 1267 

“disagreement in the range”122 does not address the fundamental issue of how investors’ 1268 

return requirements change under conditions of continuing capital market uncertainty.  1269 

Consequently, I continue to rely on my objective, market-based approaches in defining the 1270 

ex-ante MRP. 1271 

                                                 
121  AG/CUB Ex. 6.0, at 12. 
122  Ibid. 
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C. Relevance of the Bond Yield Plus Risk Premium Approach 1272 

Q. Please briefly summarize Mr. Thomas’ position regarding your Risk Premium 1273 

analysis. 1274 

A. Mr. Thomas appears to be of the view that I used the Risk Premium analysis as a 1275 

primary method in developing my ROE recommendations.  In that regard, Mr. Thomas 1276 

asserts that I believe “the Commission should focus on investor expectations and what other 1277 

regulatory bodies have done, rather than deriving the Company’s real cost of capital from 1278 

objective market data.”123 1279 

Q. Do you agree with Mr. Thomas on that point? 1280 

A. No, I do not.  As clearly indicated in my direct testimony, I recognize that the 1281 

Commission has given weight to the Multi-Stage DCF and CAPM approaches.  As such, I 1282 

have used the Risk Premium analysis as a corroborating approach.124 1283 

In one respect, however, I agree with Mr. Thomas: the role of ROE witnesses is to 1284 

understand and estimate investor expectations and return requirements.  To the extent that the 1285 

data and information reflected in the Risk Premium analysis contributes to that 1286 

understanding, it is a relevant analysis.  And, while I have included the Risk Premium 1287 

analysis as a corroborating approach, it is not a warning “that the Commission should be 1288 

concerned about Wall Street’s reaction if its determination, no matter how well-founded, 1289 

does not follow what other state commissions are doing,”125 as Mr. Thomas appears to 1290 

believe. 1291 

                                                 
123  Ibid., at 4-5. 
124  See Ameren Exhibit 3.0, at 63. 
125  AG/CUB Ex. 6.0, at 4. 
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Q. Are there other aspects of the Risk Premium analysis that may have relevance to 1292 

the determination of the Company’s cost of equity? 1293 

A. Yes, there are.  As discussed in my rebuttal testimony, there are two other points to be 1294 

considered: (1) there is an inverse relationship between interest rates and the equity risk 1295 

premium; and (2) because the equity risk premium is not constant over time, it is not 1296 

appropriate to add the historical average equity risk premium to the current cost of debt to 1297 

derive the cost of equity. 1298 

For example, In The Risk Premium Approach to Measuring a Utility’s Cost of Equity, 1299 

published in Financial Management, Brigham, Shome and Vinson conducted an analysis of 1300 

historical risk premia and Treasury yields and concluded that: 1301 

[R]isk premia, like interest rates and stock prices are volatile. Our 1302 
data indicate that it would not be appropriate to estimate the cost of 1303 
equity by adding the current cost of debt to a risk premium that had 1304 
been estimated in the past. Current risk premiums should be 1305 
matched with current interest rates.126 1306 

Brigham, Shome and Vinson also examined the relationship between risk premia and 1307 

interest rates over time and concluded that there is a strong inverse correlation between 1308 

interest rates and risk premia.  Moreover, the authors noted that the results of their research 1309 

called into question setting the cost of equity by applying historically calculated equity risk 1310 

premia to current Treasury rates. 1311 

Similarly, in Estimating Shareholder Risk Premia Using Analysts’ Growth Forecasts, 1312 

published in Financial Management, Harris and Marston conducted a time series regression 1313 

analysis of equity risk premia, interest rates and the yield spreads between corporate and 1314 

                                                 
126  Eugene F. Brigham, Dilip K. Shome, and Steve R. Vinson, The Risk Premium Approach to Measuring 

a Utility’s Cost of Equity, Financial Management, Spring 1985, at 38. 
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government bonds.127  The results of that analysis demonstrated that market equity risk 1315 

premia change over time and that risk premia are negatively related to interest rates.  1316 

Therefore, Harris and Marston arrived at the same conclusion as Brigham, Shome and 1317 

Vinson, i.e., estimating the cost of equity based on the use of a constant historical average 1318 

risk premium is not likely to mirror changes in investor return requirements. 1319 

Q. What is the relevance of that research in this proceeding? 1320 

A. That research supports the position that the equity risk premium changes over time 1321 

and is inversely related to the level of interest rates.  Those findings are consistent with the 1322 

discussion earlier in my surrebuttal testimony, which demonstrated that under the continuing 1323 

unstable market conditions, risk aversion remains elevated even though long-term Treasury 1324 

yields are at historically low levels.  Consequently, reviews of current market data should 1325 

also consider the likely effect on the equity risk premium.  Doing so demonstrates that Mr. 1326 

Thomas’ 9.06 percent and 8.22 percent ROE recommendations for the Company’s respective 1327 

electric and natural gas operations are incompatible with market conditions and investor 1328 

return requirements. 1329 

Q. Have you also addressed the issue of comparability in your Risk Premium 1330 

analysis? 1331 

A. Yes, I have.  As discussed in my response to Ms. Freetly, to the extent that risk 1332 

comparability is a concern in the application of the Risk Premium model, a reasonable 1333 

approach would be to limit the data to companies included in the sample group.  As shown in 1334 

                                                 
127  Robert S. Harris and Felicia C. Marston, Estimating Shareholder Risk Premia Using Analysts’ Growth 

Forecasts, Financial Management, Summer 1992.  



Ameren Exhibit 41.0 
Page 76 of 83 

Ameren Exhibit 41.9, using Ms. Freetly’s proxy group, doing so does not change the 1335 

conclusions from the analysis: there continues to be a negative slope coefficient (indicating 1336 

the inverse relationship between the equity risk premium and interest rates).  In the context of 1337 

current market conditions, therefore, Mr. Thomas’ ROE recommendations are unreasonably 1338 

low. 1339 

D. Other Issues 1340 

Q. Do you have any other comments regarding Mr. Thomas’ rebuttal testimony? 1341 

A. Yes, I do.  Mr. Thomas suggests that the “ratings of subprime mortgage backed 1342 

securities”, have affected the “advisability of taking actions with an eye toward credit rating 1343 

agencies.”128  Putting aside the fact that Mr. Thomas has not demonstrated how, or even 1344 

whether the ratings of subprime mortgage backed securities affected the rating of utility-1345 

issued debt, he fails to recognize that the financial community distinguishes among utility 1346 

debt securities, and requires different returns from such securities based on credit ratings.  As 1347 

demonstrated in Table 1 (above), for example, investors continue to require higher returns for 1348 

lower-rated securities.  Despite Mr. Thomas’ position, therefore, ratings actions continue to 1349 

be a relevant factor to investors.  I also note that Mr. Thomas accepted the proxy group 1350 

contained in my direct testimony,129 which was developed in part by reference to credit 1351 

ratings.130  Consequently, it remains my view that ratings actions are relevant considerations 1352 

in the capital markets. 1353 

                                                 
128  AG/CUB Ex. 6.0, at 7. 
129  See AG/CUB Ex. 3.0, at 6. 
130  See Ameren Exhibit 3.0E, at 23. 
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VII. UPDATED ANALYSES 1354 

Q. Have you updated the analyses presented in your rebuttal testimony? 1355 

A. Yes.  As described earlier, I have updated the Multi-Stage DCF, CAPM and Risk 1356 

Premium analyses presented in my rebuttal testimony for the Hevert Revised Electric proxy 1357 

group, the Combined Electric proxy group, and the Hevert Revised Natural Gas proxy group 1358 

based on data up to and including August 19, 2011. 1359 

Q. Please summarize your updated Multi-Stage DCF analysis. 1360 

A. As with the analyses presented in my direct and rebuttal testimony, the first-stage 1361 

earnings growth rate is based on analysts’ consensus earnings per share growth projections.  1362 

The long-term earnings growth rate is assumed to converge to the long-term nominal GDP 1363 

growth rate.  I continue to calculate the terminal stock price based on the Gordon Growth 1364 

Model, assuming nominal long-term GDP growth as the relevant growth rate.  As discussed 1365 

earlier in my surrebuttal testimony, I have used a revised long-term growth rate estimate of 1366 

5.64 percent, rather than the 5.66 percent used in my rebuttal testimony.  The long-term 1367 

growth rate was updated and revised to reflect an adjusted inflation rate of 2.31 percent based 1368 

on (1) the compound annual GDP Price Index growth rate of 2.12 percent projected by the 1369 

EIA in the 2011 Annual Energy Outlook; and (2) the compound annual CPI growth rate of 1370 

2.50 percent projected in the Blue Chip Financial Forecast for 2018-2022.  The estimate of 1371 

long-term real GDP growth was updated and revised to 3.26 percent for the period from 1929 1372 

through 2010 based on the Bureau of Economic Analysis’ report issued July 29, 2011. 1373 
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Q. Have you considered how the use of an implied inflation estimate affects your 1374 

long-term growth rate? 1375 

A. Yes.  I considered the implied inflation rate using the methodology that Ms. Freetly 1376 

relied on in her direct testimony.  That is, I estimated the implied expected inflation as of 1377 

2021 based on the difference in the spread between the nominal ten-year and 30-year 1378 

Treasury yields and the ten-year and 30-year TIPS.  As shown in Chart 9 (below), based on 1379 

that calculation, the implied expected inflation rate has increased substantially since June 3, 1380 

2011. In fact, the 30-day average implied inflation rate as of August 19, 2011 was 2.75 1381 

percent. 1382 

Chart 9: Implied Expected (2021) Inflation- May August 19, 2011. 1383 
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Q. How would your estimate of long-term GDP growth change if you were to rely 1385 

on the implied expected inflation in 2021? 1386 

A. While I agree that the methodology that Ms. Freetly relies on to estimate the expected 1387 

inflation rate is reasonable, I am not proposing to change the methodology used to establish 1388 
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my long-term GDP growth estimate.  However, if I were to update the estimate of inflation 1389 

that is used in my long-term GDP growth estimate to include the implied expected inflation 1390 

in 2021 as well as the long-term projections of CPI growth from EIA and the Blue Chip 1391 

Financial Forecast, which I currently use, my long-term growth rate would increase by 16 1392 

basis points to 5.80 percent.  Such an increase in the long-term growth rate would result in an 1393 

increase in the results of my Multi-Stage DCF analyses. 1394 

Q. What were your specific assumptions with respect to the payout ratio? 1395 

A. As noted in my direct and rebuttal testimony, for the first two periods, I relied on the 1396 

first year and long-term projected payout ratios reported by Value Line for each of the proxy 1397 

group companies.131  I then assumed that by the end of the second period (i.e., the end of year 1398 

10), the payout ratio will converge to the long-term industry average.  As noted in my direct 1399 

testimony, given the elevated level of capital expenditures that the industry is facing over the 1400 

coming three to five years, it is reasonable to assume that payout ratios generally will decline 1401 

in the near term, but eventually revert to the long-term average over time.132  I estimated the 1402 

long-term payout ratio to be the median of the historical payout ratio since 1987, as available, 1403 

for all fifty three companies included in the Value Line electric utility universe and since 1404 

1990 for all twelve companies in the Value Line Natural Gas distribution universe. 1405 

Q. Please summarize your updated Multi-Stage DCF model results. 1406 

A. As shown in Table 5 and Ameren Exhibit 41.1, the results produced by my updated 1407 

and revised Multi-Stage DCF analyses are consistent with the Multi-Stage DCF model results 1408 

                                                 
131  As reported by Value Line as “All Div’ds to Net Prof.” 
132  See Ameren Exhibit 3.0E, at 33 and 3.0G, at 34. 
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presented in my direct and rebuttal testimony.  Moreover, as shown in Ameren Exhibit 41.11, 1409 

the calculated terminal value P/E ratios derived from the Multi-Stage DCF analyses based on 1410 

the Gordon Growth Terminal Value methodology continue to produce reasonable results 1411 

when considered in the context of the range of historical P/E ratios attributable to the proxy 1412 

group companies.133 1413 

Table 5:  Updated Multi-Stage DCF Model Results 1414 

 Low Mean High 
Hevert Revised Proxy Group – 
Electric 

   

30-Day Average 10.09% 10.75% 11.93% 
90-Day Average 10.11% 10.65% 11.71% 
180-Day Average 10.21% 10.76% 11.81% 

Combined Electric Proxy Group    
          30-Day Average 9.57% 10.62% 11.93% 
          90-Day Average 9.57% 10.53% 11.71% 
         180-Day Average 9.68% 10.63% 11.81% 
Hevert Revised Proxy Group – 
Natural Gas    

30-Day Average 9.17% 9.65% 9.93% 
90-Day Average 9.18% 9.59% 9.80% 
180-Day Average 9.25% 9.60% 9.82% 

Q. Please summarize your updated CAPM analyses. 1415 

A. I have continued to use the same inputs used in my rebuttal testimony, as updated 1416 

through August 19, 2011.  For the risk-free rate, I continue to refer to (1) the 30-day average 1417 

of the 30-year Treasury yield; and (2) a consensus forecast of the average 30-year Treasury 1418 

yield for the coming six quarters.  For the MRP, I continue to rely on the two forms of ex-1419 

ante market risk premia that I described in my direct testimony: (1) the expected return on 1420 

                                                 
133  As noted in my rebuttal testimony (see Ameren Exhibit 23.0, at 115), the P/E estimates reflect no 

expansion over the forecast period and as such, are therefore somewhat conservative.  See Ameren 
Exhibit 41.11 for range of historical P/E ratios. 
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the S&P 500 Index less the current 30-year Treasury yield; and (2) an expected risk premium 1421 

derived using the historical market Sharpe Ratio.  As discussed in my rebuttal testimony, I 1422 

rely on three estimates of the Beta coefficient, i.e., results published by Value Line and 1423 

Bloomberg and an 18-month Beta coefficient calculation. 1424 

Q. What are your updated CAPM results? 1425 

A. My updated CAPM results are shown on Tables 6a through 6c (below), (also see 1426 

Ameren Exhibit 41.2). 1427 

Table 6a: Summary of CAPM Results – Hevert Revised Electric Proxy Group 1428 

CAPM Results 
Current 30-Year Treasury 

(3.97%) 
Near Term Projected 30-
Year Treasury (4.67%) 

18-month Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 

10.31% 11.00% 

Market DCF Derived Market 
Risk Premium 

11.31% 12.00% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 

10.08% 10.77% 

Market DCF Derived Market 
Risk Premium 

11.04% 11.74% 

 1429 
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Table 6b: Summary of CAPM Results – Combined Electric Proxy Group 1430 

CAPM Results 
Current 30-Year Treasury 

(3.97%) 
Near Term Projected 30-
Year Treasury (4.67%) 

18-month Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 

10.40% 11.09% 

Market DCF Derived Market 
Risk Premium 

11.42% 12.11% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 

10.11% 10.81% 

Market DCF Derived Market 
Risk Premium 

11.08% 11.78% 

Table 6c: Summary of Results – Hevert Natural Gas Proxy Group 1431 

CAPM Results 
Current 30-Year Treasury 

(3.97%) 
Near Term Projected 30-
Year Treasury (4.67%) 

18-month Current Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 

10.80% 11.50% 

Market DCF Derived Market 
Risk Premium 

11.88% 12.57% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 

9.95% 10.65% 

Market DCF Derived Market 
Risk Premium 

10.90% 11.59% 

Q. Please summarize your updated Risk Premium analysis. 1432 

A. My Risk Premium analysis includes authorized ROEs as reported by Regulatory 1433 

Research Associates through August 19, 2011.  For the purpose of calculating the expected 1434 

risk premium and ROE, I continue to refer alternatively to (1) the 30-day average of the 30-1435 

year Treasury yield; and (2) a consensus forecast of the average 30-year Treasury yield for 1436 

the coming six quarters.  As shown in Ameren Exhibit 41.7, my updated results for electric 1437 

operations range from 10.37 percent to 11.06 percent, with a mean of 10.70 percent, and my 1438 
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updated results for natural gas operations range from 10.25 percent to 10.93 percent, with a 1439 

mean of 10.57 percent.  As in my direct testimony, I continue to view the Risk Premium 1440 

approach as a corroborating analysis.  1441 

Q. Have you revised your ROE recommendation since your rebuttal testimony? 1442 

A. No, I have not.  Market data continues to support the revised ROE recommendations 1443 

contained in my rebuttal testimony of 11.00 percent for electric operations, based on a range 1444 

of results from 10.75 percent to 11.25 percent, and 10.75 percent for natural gas operations, 1445 

based on a range of results from 10.50 percent to 11.00 percent.  Those recommendations, 1446 

which represent a 25 basis point reduction for both electric and natural gas operations from 1447 

the recommendation contained in my direct testimony, and are somewhat conservative in 1448 

light of recent volatility and market instability. 1449 

VIII. CONCLUSION 1450 

Q. Does this conclude your surrebuttal testimony? 1451 

A. Yes, it does. 1452 


